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Tricon 






Our Passion 


Put a YUM on people’s faces around 


the world...that special eating experience that makes 
you smile and creates lifelong customer We’ll do 
that with: 

• Food you 

• Comeback value 

• Customer-focused teams 

Our jobs will be the best in the world for people 
who are committed to quality food and satisfying 
customers better than anyone. 
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i Become renowned for an ownership and recognition culture that 
1 drives the best results in the industry 



Drive superior same store sales growth through differentiated 
brand positioning and Innovation 




Improve the unit level economics enough to drive 
shareholder value 



Develop the most competitive, ieveragable above-the-store cost 
structure in the industry 


S Expand the system aggressively and profitably by becoming a 
superior franchise company 


Build a capital and asset structure that dramatically enhances 
V shareholder value 
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We’re pleased to report that 1998 was an outstanding year for Tricon, with solid progress made against 
every operational and financial goal we set for ourselves. Perhaps this is best reflected in your Tricon stock price, which 
soared 73 percent by year's end, making it an excellent investment by any standard. More importantly, we've set the stage 
for 1999 and beyond, and are confident we are executing against the key growth drivers that we believe will differentiate us 
from every other restaurant company in the world. 

We clearly ended 1998 with tremendous momentum. For the first time in nearly a decade, all 
three of our brands in the U.S. delivered positive same store sales growth for the full year. We believe this important achieve¬ 
ment is the result of our focus on both operational excellence at the store level and marketing innovation with new products 
and promotions. Despite the financial crisis in Asia, our international business posted strong results, with an 11 percent 
increase in operating profit. The growth was driven by our focus on key markets, which allows us to build scale and rationalize 
General and Administrative expenses, while expanding franchise opportunities elsewhere. Recognizing that two-thirds of 
our international profit comes from just seven countries, we decided to substantially reduce our equity markets from 27 to 
about 16 by the end of 1999, well on the way to our goal of about ten equity markets. 

This solid performance drove our store level margins up nearly 200 basis points to 13.5 percent. About one-third of the 
improvement in margins came from our base stores, while the balance of the improvement came from the benefits of our 
portfolio actions and the strategic charge we took in the fourth quarter of 1997. Our ongoing operating profit jumped 
14 percent to $768 million, driven by strong same store sales, the powerful growth in margins and higher franchise fees. 
Importantly, our ongoing operating earnings per share grew 29 percent for the year. 

We also forged ahead on our refranchising and debt reduction targets. Strong demand in the market ted to the refranchising 
of nearly 1,400 units — almost equaling the record number of units we sold in 1997. As a result, we made significant progress 
against our strategy to reduce our ownership to 20-25 percent of the system. The units refranchised, together with the 
closure of 661 units, drove our company ownership to 32 percent by year’s end, six points below our 1997 ownership level. 
The $600 million we received from the sale of these units, plus cash from our ongoing operations, enabled us to pay down 
over $1 billion of debt last year, almost two years ahead of our original target. As expected, worldwide revenues from company 
sales and franchise fees declined by 13 percent due to our refranchising efforts and unit closures. 

In terms of marketing and innovation, KFC had great success in the U.S. with Popcorn Chicken and Colonel's Crispy 

Strips, giving customers "food on the go” options in addition to the Colonel’s Original Recipe and Extra Crispy chicken. 

KFC also re-introduced the Colonel in an animated advertising campaign, raising awareness to a whole new level for 

chicken lovers. Taco Bell hit a home run with its successful launch of Gorditas, reinventing the taco for the 

first time since Taco Bell’s founder, Glenn Bell, introduced them over 35 years ago... not to mention Taco 

Bell's little Chihuahua featured in its advertising and on the cover of this Report. Meanwhile, Pizza Hut * z_^j 

had a turnaround year, after introducing The Sicilian Pizza to rave reviews. Along with Pan Pizza, the jBrTl 

most popular pizza in the world, Stuffed Crust and Thin ’n Crispy pizzas, Pizza Hut is delivering on its 

commitment to serve ls The Best Pizzas Under One Roof.” Internationally, we had strong same store sales 

growth in major markets like Mexico and the United Kingdom, and we built nearly 900 new units outside \ |L 

of the U.S., primarily through our franchisees and licensees. 
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10 9 3 PERSPECTIVE We believe we've laid the groundwork in 1998 for another powerful year in 1999. We 
expect system sales to grow four to five percent, with the addition of 1,500 units, mostly by our franchisees and 
licensees- Our company revenues will continue to decline, reflecting the loss of sales from the units we sold 
or closed in 1998 and an additional 800-900 units we expect to refranchise in 1999. Franchise fees, however, 
should grow in the low teens as a result of franchisees building new units and acquiring former company-owned 
stores. We anticipate paying down about $400-500 million of debt, reducing our balance to just over $3 billion by year’s end. 

With cost savings, productivity enhancements and volume leverage, we expect to generate about a 100 basis point margin 
improvement, about half coming from our base stores and the other half coming from our portfolio actions. We also 
anticipate reducing our G&A by about $50 million in 1999, despite continued spending on necessary Y2K initiatives and other 
system enhancements. In total, we expect our operating profit to grow in the mid-teen range, and when coupled with about 
an eight percent expected decline in net interest, operating earnings should be up just over 20 percent. 

Our pipeline of new products and marketing in 1999 is far more exciting than it was at this time in 1998, beginning with the 
recent successful launch of Pizza Hut’s “Big New Yorker” pizza. This new pizza, introduced in time for the Super Bowl, drove 
all-time record sales at Pizza Hut and we anticipate even greater results throughout the year. In the second half of 1999, KFC 
will launch a delicious new line of chicken sandwiches, providing our U.S. entry into this $4 billion category in which we 
essentially have a zero share today, while strengthening our lunchtime business. Taco Bell also will introduce a dinner-time 
value meal which will enhance our after-5:00 pm business, complementing our strong lunch business. Overlaying these new 
products will be an exciting, exclusive global restaurant tie-in with the new Star Wars movie, Episode 1 — The Phantom 
Menace , scheduled to premiere on May 21 in the U.S. We’ll be encouraging our customers to visit all three of our restaurant 
concepts with one blockbuster promotion. 

So as you can see, we’re very enthusiastic about our growth and financial prospects for 1999. 

SET THE STAOE FOR FJTljre G R o w While we’ve given you our perspective on the company’s positive perfor¬ 
mance in 1998 and our outlook for 1999, we want you to know we’re focused on six “Bold Goals” to continue to drive our 
business results well into the future. These bold goals will help shape our management efforts: 

First, we want to become renowned tor an ownership and recognition culture that drives the best results in 
the industry. Let’s face it: high employee turnover in the food service business is a reality, often exceeding 200 percent per 
year at the crew level. We believe the key to reducing this problem is highly motivated, qualified Restaurant General Managers 
(RGMs), since they’re the ones leading the customer-focused teams. Our RGMs are our Number One leaders. So last year 
we began giving each of our RGMs a one-time, $20,000 stock option grant called YUMBUCKs, with the opportunity to earn 
even more options based on their restaurant’s performance. Like you, our RGMs now have an ownership stake in our 
company and that’s helping improve our business and reduce turnover. 

Each of our restaurant companies has its own unique program to recognize outstanding restaurant teamwork across its 
system. And we're pleased to tell you that our recognition culture knows no geographic boundaries. From Bangkok to Boston, 
and London to Los Angeles, we’re having fun recognizing our people who are driving customer satisfaction and getting 


We clearly ended 1998 with xemendo i omentum. 
For the first time in nearly a decade, all thr c our brands in the U.S. 
delivered positive same store sales growth for the fail year.. .ongoing 
operating prod increased 14%., .and our ongoi? g operating EPS grew 29%. 


financial results. In Puerto Rico, for example, we dramatically reduced annual crew turnover by establishing a recognition cul¬ 
ture that rewards employees for delivering customer satisfaction. 

We’re also pleased that nearly 100 percent of Tricon’s top 500 leaders have met or exceeded our internal stock ownership guide¬ 
lines, demonstrating their confidence in our growth potential and helping us achieve leadership continuity across the system. 
You can bet we’re going to continue to do all we can to build an organization where every tool — from training and recognition, 
to compensation systems— recognizes winning performance, promotes ownership and establishes continuity. This improves 
retention, drives performance and generates profits. 

Our second goal is to drive superior store sales growth through differentiated brand positioning 

and Innovation. We have the dominant share of the chicken, pizza and Mexican quick service restaurant (QSR) categories 
and have the three most recognizable restaurant brands in those categories in the world. Our strategy to enhance that 
position is to capitalize on the uniqueness of each brand through more product innovation, memorable retail advertising and 
promotions, and service so good it drives sales. We also have a unique opportunity to combine any of our three powerful 
brands into a single restaurant to give our customers more choice and drive sales — an advantage no other restaurant 
company in our peer group enjoys. 

Third, we are working to improve the economics of our restaurants enough to drive shareholder value. We recog¬ 
nize we need to run each restaurant like it’s our only one. This means we’re going to continue to sweat the details and exploit 
every opportunity we can find to drive margin improvement the hard way, by being smarter and doing things 
better. One way we won’t achieve margin improvement is by shortchanging our customers. 

To do all of that, we’ve been working closely with our top-performing franchisees and company operators to find more 
effective ways of attacking cost pressures. For example, we formed a unified food service purchasing cooperative with our 
U.S. franchisees. This new $4 billion co-op is intended to leverage system scale to drive down costs by purchasing food, 
paper goods and equipment for all our U.S. restaurants across the Tricon system. We’re also introducing new technologies 
to simplify operations and improve service time. And we’re intensifying team training and RGM coaching across the system. 

On the store level, we’re committed to a new program called CHAMPS (Cleanliness, Hospitality, Accuracy, Maintenance, 
Product quality and Speed of service), developed by our international team and being introduced in the U.S. in 1999 at our 
company-owned and many franchised restaurants. With CHAMPS, we’ll now train, measure and reward outstanding employee 
performance against a common customer standard at all of our restaurants, enabling us to run our restaurants more 
efficiently and effectively. 

Our fourth Bold Goal istodavalop the most competitive, levemgable above-the-store cost structure In ttie 
industry. Rather than duplicate effort across each of our companies, we’re focused on a "one-time, one-way’’ 
execution wherever possible, leveraging our enormous scale to weed out complexity and redundancy. We reduced 
our general and administrative expenses by over $50 million in 1998, and plan to reduce them by about $50 million in 
1999, by doing things one-time, one-way. 





We've set the stage for and beyond, and are confident we 

are executing against the key growth drivers that 
we believe will differentiate us from every other restaurant 
company in the world. 


As an example, we consolidated most of our Kansas support facility into our existing operations in Kentucky 
and Texas. We also completed the consolidation of our television network media buying for all three brands, 
making Tricon one of the dominant network advertisers in the U.S. and leveraging our clout. 

Another goal is to expand the system aggressively and profitably by becoming a superior franchise 
company. Over the next few years, we plan to take our company ownership down to 20-25 percent of the system by 
selling more of our restaurants to franchisees who are good, experienced operators; and by strategically expanding our 
system. Of the 1,500 units we expect to add in 1999, about 1,300 will be opened by our franchisees and licensees. Although 
we already have more restaurants than any other company, we still have tremendous growth potential in the U.S, and abroad. 

This past August we held our first-ever U.S. Franchise Leadership Summit, where company leaders and franchisees from all 
three brands met to discuss our “one-system” approach, share best practices, and explore cross-branded expansion oppor¬ 
tunities. Our franchisees are as excited about our growth potential as we are. 

Our last Bold Goal is to build a capital and asset structure that dramatically enhances shareholder value — what 
we also call YUM Value. YUM Value is the sum of three things: 1) we intend to get more out of our existing businesses; 2) invest 
in high return businesses; and 3) exit persistently low return businesses. We’ll continue to create YUM Value with a sharpened 
focus on sales growth, margin improvement, strategic system expansion and elimination of unnecessary or redundant 
initiatives that don’t add customer or shareholder value. 

Our Passion is to put a YUM on people’s faces around the world with 
crave and rave food, comeback value and with customer-focused teams. Our goal is to do that better than any other restau¬ 
rant company in the world. It's clear we’re aggressively executing against our goals, both on the operational and financial 
front, and we believe we’ve created an infrastructure to sustain our sales and profit momentum for the long-term. 

As you read through the following pages, you’ll see a lot of beaming faces. The people of Tricon have good reason to be 
proud. Their achievements are a true testament to the success of our overarching strategy: invest in the people who will 
satisfy our customers better than anyone, and profitability follows. We’d like to thank the more than 600,000 employees 
across the Tricon system, our franchise partners and outstanding Board of Directors for their dedication and inspired ideas 
throughout this important first year. 

We expect great things in 1999, and well into the millenni-YUM. 

From all of us at Tricon, YUM to you, 

Andrall E. Pearson 

Chairman and CEO 


David C. Novak 

Vice Chairman and President 
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Our RGMs are our #1 leaders. They're the coaches and team-builders 
in our restaurants, satisfying our customers better than anybody. We'd like 
you to meet a few of our best leaders... 


Marek Balawejder — Pizza Hut Restaurant General Manager, Poland Marek received the TRI "Globe Award" 
for flawlessly running his restaurant and keeping employee turnover tow, white growing fvs business. In any 
language the word for that is YUM. 


Mary Adams — Pizza Hut Restaurant Genera/ Manager Mary received the 
",Big Cheese Award” for managing Pizza Hut's first restaurant conver¬ 
sion to the new dme-in/carry-out concept and 'taking a risk and 
helping us succeed. ” 
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At Tricon, we find reasons to celebrate the achievements of 
others.,, and we have fun doing iti We take pride In our work 
and have a passion for eKpelience. We're talking about 6£30.0tX3 
motivated people in our entire system who love the restaurant 
business, putting smiles on our customers’ faces. We hnow that 
whan we recognise and reward great behavior, we'll nave a 
charged-up, customer-focused team. So we’ve come up with 
some rather unusual awards to recognize leadership: Bulldogs 


and Floppy Chickens at KFC, Big Cheese Awards at Pizza Huh 
the Royal Order of the Pepper at Taco Bell. The Globe at TRI and 
a special YUM Award at Tricon. Winning one of these awards is 
a big deal In our company, because those who do are commit¬ 
ted to quality food and satisfying our customers better Shan 
anyone. We say ‘“show us a great restaurant and we'll show you 
a great RGM — our # 1 restaurant leader “ Wa’d like to introduce 
you to a few of them: Marek Balawejder has made training the 
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Charmayne Jefferson — Pizza Hut Franchise Restaurant Genera/ Manager 

Charmayne received the ‘'Big Cheese Award” for running a restaurant that's an 
example for afi of us, and living day-to-day the principle that treating your team 
special is the key to success with customers ." 


Jeanne Carr — Taco Belt Restaurant General Manager Jeanne was recog¬ 
nized with a "Royai Order of the Pepper Award” for her "tremendous leadership 
in building a great team and delighting customers 


Paul Nnatndi — KFC Restaurant Genera/ Manager Paui is a 1998 “Buiidog 
Award" winner for being ”a shining tight focused on customer satisfaction," 


cornerstone of his success as a Pizza Hut RGM in Lublin,. Poland. 
In 1997, after ]ust two years with TRI, Marek received a Globe 
Award for achieving eight consecutive 100% CHAMPSCheck 
scores, reducing employee turnover to 6 G% r and growing trans¬ 
actions 15%. Tony Kron, a Taco Bell RGM in New Albany, IN 
knows what it takes to satisfy customers. For 15 years, he^s been 
preaching the virtues of speed to his team, "There's a direct link 
between speed of service and sales growth," Tony says — and 
he should know. He's seen sales grow 13% in a year's time. 


winning Tricon's YUM Award tor leading that success. Esteban 
Hernandez, a Pizza Hut RGM in lA, won a Big Cheese Award 
for coaching his team. During his si* years as an RGM. Esteban 
has achieved a remarkably low annual crew turnover of just 56% 
(that's in an Industry where a 2 , iX^% crew turnover is normal). 

Capable managers also show flexibility. Mary Adams, a Pizza 
Hut RGM in Columbia, SC, worthed through the chaos of contrac¬ 
tors and painters last year as they remodeled her restaurant into 
10 a first-of-rts-ktnd dine-In/carry-out concept. She received a 




Raymond Wong — KFC Franchise Restaurant General Manager Raymond's success at 
“building KFC sales to $2 mifhon t " at his restaurant earned him a “Floppy Chicken Award’’ 


Tony Kron — Taco Beit Restaurant General Manager Tony received the “YUM Award' 
for growing sales by 13 percent and for beating profit projections by $200,000. 


Esteban Hernandez — Pizza Hut Restaurant General Manager Esteban received his 
"Big Cheese Award" for being a great coach and teacher. 


Big Cheese Award for her willingness to take a risk and experi¬ 
ment with the new concept. Twenty-five years ago, when Jeanne 
Carr began working at Taco Bell in Tor-ado, OH, she considered 
it a good day when the restaurant made $150 (those days are 
Song over, thank goodness!). Jeanne's had a lot to do with boost¬ 
ing the business. Today,, she's an RGM and a wrnner of the 
Pepper Award for her tremendous leadership In building a great 


team and creating a program that salts Taco Bell products at 
schools in Toledo and Detroit, 

Raymond Wong's tenacity sent his Sunnyvale, CA KFC — a 
franchised unit owned by Harman Management — beyond the 
$2 million sales mark, earning him a Floppy Chicken Award In 
199 7 This year, the restaurant increased sales to $2.4 million. 
Raymond focuses on quality food and service so good it drives 
sales. H Go Raymond... Go Raymond.* 
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Nothing makes us happier than putting a YUM 
on our customers' faces around the world. We do 
that with quality crave and rave food, served at 
a comeback value by customer-focused teams 


Charmayns Jefferson didn’t try to win a Big Cheese Award from 
Pizza Hut until she first tafked it over with her team at ihelr Walla 
WalJa. WA franchised restaurant. w l! meant we were going to have 
to excel, to work hard to achieve the goal.* she says, it had to 
be a team decision." The team came through with fry mg colors 
— her restaurant achieved an fi.4% growth In saies in 109B, with 
I30.0DD in incremental sales through community involvement 
work, while obtaining perfect customer service scores. 


Paul Nnamdi, a native of Nigeria, brings an extra high level ol 
energy to his KFC in Bell, CA, but he thinks "success comes from 
teamwork, not individual behavior." Last year. Paul received a 
Bulldog Award for outstanding customer service. “| tell my team 
to see people as 'guests, 1 not ‘customera. 1 When you view them 
as customers, they become statistics. But when you treat them 
as guests, It becomes personal/ We agree, Paul 





Our business is all aboul serving YUMMY food. Quality lood, 
at a comeback value served by restaurant teams focused on 
service so good it drives our sales. We're talking about food 
that's irresistible.,.. food that makes your mouth water just thinking 
about it... and when you enjoy It at one of our restaurants or on 
the go, you can't help but say., ."YUMf* 

We added some YUMMY best sellers to our menu last year— 
The Sicilian Pizza at Pizza Hut, with garlic, oregano and basil 


baked right into the orusl, topped with a cheese herb seasoning 
and lots of your favorite loppings — served piping hot. with an 
Intense flavor found in Sicilian-style cooking. Can you handle 
itY m also re-launched the sver-popuier Stuffed Crust Pizza, 
with cheese baked in the crust — it's so delicious that we've 
seen many of our customers eating their pizza slices backwards! 
And millions of customers every day continue to enjoy Pizza Hut 
Pan Pizza, our most popular menu offering... 


» 



yummy 


Kentucky Fried 
YUM! 


At T&cq Bell, our Chihuahua led a whole new taco revolution with 
ihe introduction of Gondltes. TMs is ® delicious new take on the 
taco, served in a warm, hearty flaftwead. Featuring flavors and 
spice's that only Taeo Bell can provide.,, such as ihe Santa Fe, 
wflh smpfiey chipofle-mayo sauce, the Fiesta with a zosty fresh 
tomato salsa, or the classic Supreme, with tomatoes and sour 
cream. Alt coma with your favorite taco meal, new ali whits-meai 
chicken or delicious marinated steak. Gorditas have become 


Taco Bell s most successful new product, ever. Viva Gorditas! 
Taco Ball's other menu favorites include classic Crunchy tadOS 
served In an authentic yellow com taco shell,., .and soft tacos 
and burrltos, prepared on warm white-flour tort II las with all your 
favorite fillings. And Nadias BollGranda and Mexican Pizzas... at! 
at a value sura to WOW ouf customers 

KPC also gave customers new reasons to come <n and drive- 
thru with its improvwi crispier Extra Crispy Chicken,, which 









brings more G-R-U-N-C-H to chicken on ihe bona, and It® new 
Popcorn Chicken — delicious all white=meat chicken chunks 
breaded tor a mooth--popprng eKpenenea — and Introduced by 
our new animated Cotonal who says> “At KFG. we do chicken 
right — nnd not just in a bucket, neither! " Wa also created a erav* 
rng for Honey BEQ wings, a limited lime offer that flew onto the 
scene, creeling record level sates both in January' and August. And 
who doesn't love our world-famous Colonel's Original Recipe, 


made with a secret blend of 11 herbs and spices. Colonel's 
Cnapy Stnps, great KFC taste without the bones, and Chunky 
Chicken Pot Pie? Served with home-style sides of freshly pre¬ 
pared cole slaw, mashed potatoes and gravy and hot buttermilk 
biscuits baked fresh In the restaurant... 

Mouth watering yet? Walt, our new menu line-up for 1 
promises to be Just as exciting. Our Chets Councils Around the 
world have been busy cooking up some new recipes of quality 
food sura to put a YUM on our customers" faces. 








The Power of YUM 


We’ve begun to operate as one system, 
leveraging our enormous scale and practicing team 
together, team apart while making efforts to wipe out 
not-invented-here bureaucracy. Rather than have three of 
everything, we now share everything from information 
systems and accounts payable, to purchasing food, paper 
goods, equipment and network media. We've also begun 
to combine two or all three brands under one roof. We call 
it “multi-branding” and it's a big deal for our customers. 
What's more, we now consolidate our market planning, 
placing the best restaurant concept at each site rather 
than having the concepts bid against each other for the 
property as they did before Tricon... One-time, one-way. 
As you'll read in the next few pages about each of our 
restaurant concepts, we're focused on growth through 
new product innovation, bold breakthrough marketing 
and improved training and systems to drive productivity. 
That's what will differentiate us from every other restau¬ 
rant company in the world. Now you can begin to realize 
just how much power there is In the Power of YUM. 
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It took the bold business style of KFC founder Colonel Harland Sanders to pioneer the fast food franchising industry 
at an age when most people retire. Nearly a half-century later, that same bold spirit continues to drive the KFC system today. 

KFC declared 1998 the “Year of the Customer.” By focusing our efforts on initiatives to enhance our cus¬ 
tomers' experience, KFC registered record sales and profits, with system sales up nearly 5 percent over last year. 
Same store sales grew over 3 percent in 1998 — in a QSR segment that was essentially flat. 

Much of that sales excitement came from delicious new products. New Extra Crispy Chicken proved that customers 
still love their chicken “on-the-bone.” But it was new Popcorn Chicken that provided the most customer excitement in 
1998. KFC company restaurants and franchisees alike set new records for quarterly sales. 

A major factor in this sales surge was the bold, new animated Colonel advertising campaign that debuted in 
early September. Voiced by actor Randy Quaid, the animated Colonel will continue to set the stage for future 
promotions. The ads not only capture the Colonel’s unmistakable look but also bring forth his distinctly high- 
spirited personality. The animated Colonel certainly broke through. In the 30 days 
following the Popcorn Chicken ad premiere, consumer tracking surveys showed KFC adver¬ 
tising awareness up 45 percent. Same store sales grew a record 12 percent that period. 

In 1998, customers enjoyed their chicken meals and snacks at many more “new image” 

KFC restaurants. Franchisees and company operators built or remodeled more than 325 
restaurants this year — the most single year activity in restaurant development for KFC 
in many years. 

As KFC moves toward the 21st Century, we are committed to listening and 
responding to the voices of our customers, our franchisees and our front-line employ¬ 
ees. These efforts will reinforce our role as the “chicken experts” — on the bone and 
on the go, and will help build long-lasting relationships with our customers. 

KFC's recipe for success in the next millennium is as fresh today as when the 
Colonel introduced it — comeback value for the world’s most delicious chicken recipes 
— all served up with a smile. 

Chuck Ftawiey President <5 Chief Operating Officer 
Terry Davenport Chief Concept Officer 
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The Pizza Hut story mirrors the story of pizza itself. In the 40 years since Pizza Hut was founded in 1958, we've 
helped transform pizza from an ethnic specialty into the #1 Food in America. In doing so, Pizza Hut has become one 
of the great American brands and a dynamic market leader. In 1998, for our 40th birthday, our customers gave us the 
best possible present of all — the highest monthly average restaurant sales in our history! Our sales even beat last year’s 
highly successful launch of The Edge Pizza in the same time period. 

Needless to say, 1998 was a great year at Pizza Hut. What’s driving this success? Simple. As we say in our adver¬ 
tising, we have “The Best Pizzas Under One Roof.” In partnership with our franchisees, we’re making that promise 
come to life by focusing on product quality, innovation, great service, careful financial and asset management and by 
building a true restaurant culture. 

With more abundant and better quality toppings, our investment in product improvements is 
paying off — big time. Over the past three years, our customers rated us at an all-time high for 
product quality. 

Pizza Hut’s tradition of product innovation continued in 1998 with the launch of The Sicilian Pizza 
and the relaunch of our Stuffed Crust Pizza. Both drove sales, resulting in six consecutive quar¬ 
ters of same store sales increases. And our Pan Pizza continues to be the country’s best 
selling pizza, proving once again that Pizza Hut is America’s favorite pizza restaurant. 

We’ve also made a determined effort to streamline our portfolio, eliminating many 
poor locations. The combination of extraordinary same store sales increases and a 
healthier portfolio, led to significantly improved margins, even at a time of historically 
high cheese prices and significant product investment. 

For Pizza Hut, 1998 was great and the future looks strong: great new products, 
great promotions, great operations and, in partnership with our franchisees, great new 
assets. We just can’t wait. 

Aylwin Lewis Chief Operating Officer 

Mike Rawlings President & Chief Concept Officer 
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These four words say it all when it comes to appreciating America’s love affair with Taco Bell and our zesty menu. 
Exciting new products, breakthrough advertising and promotions, and a renewed dedication to providing a positive 
customer restaurant experience all led to growth and a very successful year. 

1998 was the year of Gorditas — the introduction of this bold new line of products redefined how hungry people 
think about Taco Bell’s food. Gorditas combine two of the hottest food trends sweeping the country today: the 
increased craving for spicier, more flavorful food and the desire for heartier-textured breads. More than one-quarter 
of a billion Gorditas were sold in 1998 alone. 

Taco Bell also continued to underscore its value leadership position through offerings such as the 99-cent Nachos 
BellGrande and Mexican Pizza — all of which were promoted by the brand’s most avid cheerleader, 
the Chihuahua. 

The bilingual Mexican canine drew a collective “muy bueno” from consumers of all ages 
and backgrounds by declaring his hunger and love for Taco Bell. USA Today hailed the 
Chihuahua as a “Taco Goliath” who “leaves a mark on society and takes a bite out of the fast- 
food competition.” Life Magazine declared the Chihuahua among the “100 Best Things 
About America Now.” 

The whole Taco Bell system worked hard to improve the customer experience in our 
restaurants — and our financial results were strong as a result. In all, system-wide sales 
reached $5 billion in 1998. For the second consecutive year, the system experienced 
positive same store sales growth, with comparable unit sales advancing three percent. 1 
In turn, company restaurants saw margins improve by two percentage points. 

By continuing to provide Great tasting Mexican food anytime, and anywhere, we’ll have 
all of America exclaiming, “Yo Quiero Taco Bell” for many years to come. Viva Taco Bell! 


Peter Waller President & Chief Concept Officer 
Tom Devin Chief Operating Officer 
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Building discipline worldwide. That’s become the focus of our international business — and it's working great. In 
1998, TRI operated restaurants in 27 countries, and by the end of 1999, we plan to reduce that to 16 countries by selling 
our units to franchisees. Ultimately, we’ll reduce our company-ownership to about 10 key countries, while the rest of our 
system will be run by our franchisees and licensees. With this sharpened focus, we achieved a strong double-digit 
increase in operating profits for the third year in a row, despite the economic turmoil around the world. 

Looking forward, we expect to open about 800 new units in 1999, primarily through our franchisees and licensees, 
while we strategically grow our equity business in a handful of countries, like China, Mexico, Taiwan, Thailand, Korea 
and the United Kingdom. To ensure that our customers receive the same standard of service at both company- 
owned and franchised restaurants, we’ve invested in training our employees around our customer-focused 
operating system, CHAMPS, and also have developed strong franchise support programs. 

We also have made much progress establishing consistency in the way our products are 
presented to foreign markets, while offering menu variety to satisfy local tastes. So while our 
product offerings may vary by country, you can be sure all are made with the same high quality 
standards you’ve come to expect from KFC, Pizza Hut, and Taco Bell. 

Our international business, like all other companies outside of the U.S., operated in a 
difficult world economic climate, especially in Asia. We quickly responded by developing 
a strategy of affordable value by offering customers new quality products at lower 
prices. It helped that we had some useful learnings from our experience in Mexico 
when the peso devalued in 1994. 

Overall, Tricon’s international outlook is terrific: We’re focusing our equity 
investments better, reducing overhead, increasing our support of franchisees, 
clarifying our concepts, and cascading our culture, while building new restaurants and 
increasing our operating profits. What could be better? 


Peter Heart Executive Vice President & Genera/ Manager 
Pete Bassi President 


1998 International System Sales by Brand 
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A YUM Investment 



With system sales growth, margin 
improvement, charged-up restaurant teams, the 
best franchisees in the business, and by leveraging 
our enormous scale, we f ll make more money. Our 
formula for success is workings put our people capa¬ 
bility first, because they’ll satisfy our customers 
better than anyone. And then the profits will flow, 
making YUM a great investment. 
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TRICON 


MCDONALD’S 


SUBWAY 


BURGER KING 


WENDY'S 


DAIRY QUEEN 


DOMINO'S PIZZA 



Sources of System Sales in 
International Restaurants 
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Sales across our brands are driven by dinner and lunch. Marketing innovations like new dayparts can hefp grow sales. 



Most of our sales come from off-premise dining, which reflects customers’ desire for convenient food. 
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TRICON Global Restaurants, Inc. and Subsidiaries (collectively 
referred to as “TRICON/’ the “Company," “we" or “our") became 
an independent, publicly owned company on October 6, 1997 
(the “Spin-off Date”) via a tax free distribution of our Common 
Stock (the “Distribution" or “Spin-off”) to the shareholders of our 
former parent, PepsiCo, Inc. ("PepsiCo”). See Notes 1,2, 9, and 19 
to the Consolidated Financial Statements. TRICON is comprised 
of the worldwide operations of KFC, Pizza Hut and Taco Bell 
(the “Core Business(es)”). The Spin-off marked our beginning as 
a company focused solely on the restaurant business and our 
three well-recognized brands, which together have more retail 
units worldwide than any other single quick service restaurant 
(“QSR”) company. Separately, each brand ranks in the top ten 
among QSR chains in U.S. system sales and units. Our 9,000 plus 
international units make us the second largest QSR company 
outside the United States. 

This Management’s Discussion and Analysis ("MD&A”) is struc¬ 
tured in five major sections. The first section provides an 
overview and focuses on items that either significantly impact 
historical comparability or are anticipated to significantly impact 
our future operating results. The second analyzes our consoli¬ 
dated, U.S. and International results of operations. The next two 
sections address our consolidated cash flows and financial 
condition. Finally, there is a discussion of certain market risks and 
our cautionary statements. 

For purposes of this MD&A, we include the worldwide operations 
of our Core Businesses and, through their respective dates of 
disposal in 1997, our U.S. non-core businesses. These non-core 
businesses consist of California Pizza Kitchen, Chevys Mexican 
Restaurant, D’Angelo’s Sandwich Shops, East Side Mario’s and 
Hot ’n Now (collectively the “Non-core Businesses”). Where 
significant to the discussion, we separately identify the impact of 
the Non-core Businesses. 

In our discussion volume is the estimated dollar effect of the 
year-over-year change in customer transaction counts. Effective 
net pricing includes price increases/decreases and the effect of 
changes in product mix. Portfolio effect represents the impact 
on operating results related to our refranchising initiative and 
closure of underperforming stores. System sales represents our 
Core Businesses’ combined sales of the Company, joint venture, 
franchised and licensed units. Where actual sales data is not 
reported, our franchised and licensed unit sales are estimated. 
NM in any table indicates that the percentage is not considered 
meaningful. B(W) in any table means % better(worse). In addi¬ 
tion, throughout our discussion, we use the terms restaurants, 
units and stores interchangeably. 


INTERNET I O N A L OPERATIONS 

In 1998, our international business accounted for 32% of 
system sales, 24% of total revenues and 21 % of operating i 
profit before unallocated and corporate expenses, foreign 
exchange gains, facility actions and unusual charges. We 
anticipate that, despite the inherent risks and generally ^ 
higher general and administrative expenses of operations, 
we will continue to invest in key international markets with 
substantial growth potential. 

During 1998, recognizing that two-thirds of our international 
profits were coming from seven countries, we decided to sub¬ 
stantially reduce our number of primary equity markets from 27 
to our ultimate goal of about ten markets. By the end of 1999, 
we expect to have only about 16 primary equity markets outside 
the U.S. 

Given the significance of our international operations, it is impor¬ 
tant to consider that movements in currency exchange rates not 
only result in a related translation impact on our earnings, but 
also can result in significant economic impacts that affect oper¬ 
ating results. Changes in exchange rates are often linked to 
variability in real growth, inflation, interest rates, governmental 
actions and other factors which may change consumer behavior 
and may impact our operating results. In addition, material 
changes may cause us to adjust our financing, investing and 
operating strategies; for example, promotions and product 
strategies, pricing and decisions concerning capital spending, 
sourcing of raw materials and packaging (see discussion on 
Asia below). The following paragraphs describe the effect of 
currency exchange rate movements on our reported results. 

As currency exchange rates change, translation of the income 
statements of our international businesses into U.S. dollars 
affects year-over-year comparability of operating results. We 
identify material effects on comparability of sales and operating 
profit arising from translation of operating results in the MD&A. 
By definition, these translation effects exclude the impact of busi¬ 
nesses in highly inflationary countries, where the accounting 
functional currency is the U.S. dollar. 


Changes in currency exchange rates can also result in reported 
foreign exchange gains and losses, which are included as a com¬ 
ponent of our general, administrative and other expenses. We 
reported a net foreign exchange gain of $6 million in 1998, com¬ 
pared to losses of $16 million in 1997 and $5 million in 1996. 
These reported amounts include transaction and translation 
gains and losses. Transaction gains and losses arise from mon¬ 
etary assets such as receivables and short-term interest-bearing 
investments as well as payables (including debt) 
denominated in currencies other than a 
business unit’s functional currency. 

I Translation gains and losses arise from 
remeasurement of the monetary assets 
and liabilities of our businesses in highly 
inflationary countries into U.S. dollars. 


Before currency 
impact, Asian system 
safes increased fl'K 


ASIAN ECONOMIC EVENTS 


The overall economic turmoil and weakening of local currencies 
against the U.S. dollar which began in late 1997 throughout much 
of Asia presented a challenging retail environment during 1998. 
The difficult economic conditions adversely affected the U,S. 
dollar value of our foreign currency denominated sales and profits 
(“translation”) and reduced consumer demand as seen in 
reduced transaction counts, both of which impacted our 1998 
consolidated results of operations. 

Asian operations in such countries as China, Japan, Korea, 
Singapore, Taiwan and Thailand, among others, comprised 
approximately 34% of our international U.S, dollar translated 
system sales in 1998, versus 36% for 1997. Asian system sales 
declined $254 million or 10% in 1998. Excluding the impact of 
foreign currency translation, Asian system sales increased 8% 
in 1998. System sales increases in China and Taiwan were par¬ 
tially offset by declines in Japan, Korea and South Asia. 


Selected highlights of our recent operating results in Asia are 
as follows: 
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In 1999, we will continue to work with our suppliers to reduce 
food costs and focus on increasing our everyday value offerings, 
and we expect to continue to cautiously seek out investment 
opportunities in Asia, drawing on lessons learned there, and from 
our experience in other countries which have faced similar 
problems in the past such as Mexico and Poland. The complex¬ 
ities of the international environment in which we operate make 
it difficult to accurately predict the ongoing effect of currency 
movements. Actual effects will be reported in our financial state¬ 
ments as they become known. However, we currently expect our 
sales and operating profits in Asia will improve in 1999 aided by 
the reduction of certain regional support costs and more stable 
sales trends. 

YEAfl 2000 


Our Company revenues from Asia declined $18 million or 3% in 
1998. Included in our revenues are franchise fees, which 
decreased $13 million, or 18%. Excluding the negative impact of 
foreign currency translation, our revenues from Asia increased 
approximately 16% in 1998. New unit development in China, 
Taiwan and Korea led the increase, partially offset by volume 
declines in Korea, China and Thailand. 

Our operating profits from Asia declined $27 million or 30% in 1998. 
Excluding the impact of foreign currency translation, operating 
profits decreased 7% in 1998. Lower margins in Korea and volume 
declines in both Korea and China were partially offset by new unit 
growth as well as increased store margins in China and Taiwan. 

The discussion above reflects a change in the methodology we 
have used in 1998 to calculate the foreign currency translation 
effect attributed to Asia's system sales, revenues and operating 
profits in previous MD&As. We believe this revised methodology, 
which is consistent with the method we have historically used for 
total international, is preferable because it results in analytical 
relationships that are more consistent with our local currency 
operating results in Asia, Under the revised method, the decline 
in operating profits attributed to the effect of foreign currency 
translation is $7 million less than previously disclosed. 


We have established an enterprise-wide plan to prepare our infor¬ 
mation technology systems (IT) and non-information technology 
systems with embedded technology applications (ET) for the Year 
2000 issue, to reasonably assure that our critical business part¬ 
ners are prepared and to plan for business continuity as we enter 
the coming millennium. 

Our plan encompasses the use of both internal and external 
resources to identify, correct and test systems for Year 2000 
readiness. External resources include nationally recognized con¬ 
sulting firms and other contract resources to supplement 
available internal resources. 

The phases of our plan — awareness, assessment, remediation, 
testing and implementation — are currently expected to cost $62 
to $65 million from 1997 through completion in 2000. The new 
estimate is higher than our original estimate of $40 to $45 million. 
Our original estimate did not include approximately $7 million in 
costs related to the accelerated implementation of replacement 
systems. Additionally, we have increased our estimates for the 
approximate costs of remediating subsequently identified appli¬ 
cations and the greater than anticipated complexity of certain 
remediation and contingency planning activities. Our plan con¬ 
templates our own IT/ET as well as assessment and contingency 
planning relative to Year 2000 business risks inherent in our mate¬ 
rial third party relationships. The total cost represents less thai i 
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20% of our total estimated information technology related 
expenses over the plan period. We have incurred approximately 
$35 million from inception of planned actions through December 
26, 1998 of which $31 million was incurred during 1998. We 
expect to incur approximately $25 million in 1999 with some addi¬ 
tional problem resolution spending in 2000. All costs related to 
our Year 2000 plan are expected to be funded through cash flow 
from operations. 

n.£T state of- aeadinfss We have now completed our 
inventory process of hardware (including desktops), software 
(third party and internally developed) and embedded technology 
applications. Completion of the inventory process significantly 
increased the previously reported tabulations of applications, as 
defined below, as more complete counts, primarily regarding 
desktop, hardware and ET were obtained. We have also imple¬ 
mented monitoring procedures designed to insure that new IT/ET 
investment is Year 2000 compliant. 

Based on this inventory, we identified the critical IT/ET applica¬ 
tions and are in the process of determining the Year 2000 
compliance status of the IT/ET through third party vendor inquiry 
or internal processes. We expect to be substantially complete 
with the conversion (which includes replacement and remedia¬ 
tion) and unit testing of the majority of critical U.S. systems in the 
second quarter of 1999. Although our original timeline has been 
extended for approximately ten critical applications, we now 
expect to be able to convert, consolidate, or replace all such 
applications by late summer. This timetable reflects certain 
delays attributable to identified incremental complexities of the 
remediation processes as well as slippage in the execution of our 
remediation plan. Further delays on these efforts or additional 
slippage could be detrimental to our overall state of readiness. 
Our international IT/ET efforts, as expected, have continued to 
lag behind our U.S. efforts. However, we believe our business 
risk is minimized by the predominant use of unmodified third 
party IT in our international business for which Year 2000 com¬ 
pliant versions already exist. Current plans call for timely 
conversion of critical international systems to these compliant 
versions. We will continue to closely monitor international 
progress. We expect to continue integration testing on remedi¬ 
ated, replaced and consolidated U.S. and international systems 
throughout 1999. 



The following table identifies by category and status the major 
identified IT/ET applications at December 26, 1998: 
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critical third party relationships can be subdivided generally 
into suppliers, banks, franchisees and other service providers 
(primarily data exchange partners). We completed an inventory 
of U.S, and international restaurant suppliers and have mailed 
letters requesting information regarding their Year 2000 status. 
We are in the process of collecting the responses from the sup¬ 
pliers and assessing their Year 2000 risks. Of approximately 550 
suppliers considered critical, approximately 10% are high risk 
based on their responses and approximately 42% have not yet 
responded to inquiries to date. We expect to continue follow-up, 
but by mid-1999 we expect to source through alternate compli¬ 
ant vendors where possible. We will develop contingency plans 
in the first half of 1999 for U.S. and international suppliers that 
we believe have substantial Year 2000 operational risks. 

We have sent letters to or obtained other information regarding 
compliance information from our primary lending and cash 
management banks ( u Relationship Banks"). We will develop con¬ 
tingency plans by early 1999 for all banks that have not submitted 
written representation of Year 2000 readiness. We have limited 
the following table to Relationship Banks as we are currently 
preparing an inventory of U.S. depository banks and have just 
completed the inventory of international banks responsible for 
processing restaurant deposits and disbursements. We are fol¬ 
lowing the process used for Relationship Banks to evaluate the 
Year 2000 risks for the U.S. depository and international banks. 

We have approximately 1,200 U.S. and 950 international fran¬ 
chisees. We have sent information to all U.S. and international 
franchisees regarding the business risks associated with Year 
2000. In addition, we provided sample IT/ET project plans and a 
report of the compliance status in Company-owned restaurants 
to the U.S. franchisees. In the early part of 1999, we plan to mail 
letters to all U.S. and international franchisees requesting 
information regarding their Year 2000 status. In the U.S., we 
intend to accumulate survey data and an inventory of point-of- 
sale hardware and software in use by our franchisees. We then 







intend to contact POS vendors to assist the franchise community 
in determining Year 2000 compliance. Outside the U.S., our 
regional franchise offices will be conducting the franchise survey. 

We have identified third party companies that provide critical data 
exchange services and mailed letters to these companies 
requesting Year 2000 status. We will develop contingency plans 
for companies that we believe have significant Year 2000 opera¬ 
tional risks. Additionally, we are in the process of identifying all 
other third party companies that provide business critical 
services. We are planning to follow the same process used for 
the data exchange service providers. 

The following table indicates by type of third party risk the status 
of the readiness process: 
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The forward-looking nature and lack of historical precedent for 
Year 2000 issues present a difficult disclosure challenge. Only 
one thing is certain about the impact of Year 2000 — it is difficult 
to predict with certainty what truly will happen after December 
31,1999. We have based our Year 2000 costs and timetables on 
our best current estimates, which we derived using numerous 
assumptions of future events including the continued availability 
of certain resources and other factors. However, we cannot guar¬ 
antee that these estimates will be achieved and actual results 
could differ materially from our plans. Given our best efforts and 
execution of remediation, replacement and testing, it is still 
possible that there will be disruptions and unexpected business 
problems during the early months of 2000. We anticipate making 
diligent, reasonable efforts to assess Year 2000 readiness of our 
critical business partners and will ultimately develop contingency 
plans for business critical systems prior to the end of 1999. 
However, we are heavily dependent on the continued normal 
operations of not only our key suppliers of chicken, cheese, beef, 
tortillas and other raw materials and our major food and supplies 
distributor, but also on other entities such as lending, depository 
and disbursement banks and third party administrators of our 
benefit plans. Despite our diligent preparation, unanticipated 
third party failures, general public infrastructure failures, or 
our failure to successfully conclude our remediation efforts as 
planned could have a material adverse impact on our results of 
operations, financial condition or cash flows in 1999 and beyond. 
Inability of our franchisees to remit franchise fees on a timely 
basis or lack of publicly available hard currency or credit card 
processing capability supporting our retail sales stream could 
also have material adverse impact on our results of operations, 
financial condition or cash flows. 


19 9 7 FOURTH QUARTER CHARGE 

In the fourth quarter of 1997, we recorded a $530 million unusual 
charge {$425 million after-tax). The charge included estimates 
for (1) costs of closing underperforming stores during 1998, 
primarily at Pizza Hut and internationally; (2) reduction to fair mar¬ 
ket value, less costs to sell, of the carrying amounts of certain 
restaurants we intended to refranchise in 1998; (3) impairment 
of certain restaurants intended to be used in the business; 
(4) impairment of certain joint venture investments to be retained; 
and (5) costs of related personnel reductions. Of the $530 million 
charge, approximately $401 million related to asset writedowns 
and approximately $129 million related to liabilities, primarily 
occupancy-related costs and, to a much lesser extent, sever¬ 
ance. The liabilities were expected to be settled from cash flows 
provided by operations. Through December 26, 1998, the 
amounts utilized apply only to the actions covered by the charge. 

The charge included provisions related to 1,392 units expected 
to be refranchised or closed. Our prior disclosure of 1,407 has 
been revised to eliminate a duplication in the unit count only of 
15 units to be refranchised. Following is a reconciliation of the 
1,392 units included in the charge to the remaining units at 
December 26, 1998: 
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Although we originally expected to refranchise or close all 1,392 
units by year-end 1998, the disposal of 531 units was delayed. 
This was primarily due to longer than expected periods to locate 
qualified buyers, particularly for international units, extended 
negotiations with some lessors and execution delays in consol¬ 
idating the operations of certain units to be closed with other 
units that will continue to operate. We expect to dispose of the 
remaining units during 1999. 

As we indicated in our third quarter 1998 Form 10-G, we re¬ 
evaluated during the fourth quarter of 1998 our prior estimates 
of the fair market values of units to be refranchised or closed and 
re-evaluated whether to sell or close certain other units originally 
expected to be disposed of. We made these re-evaluations 
based primarily on the improved performance of Pizza Hut in the 
U.S. Largely as a result of decisions to retain certain stores 
originally expected to be disposed of, better-thamexpected 
proceeds from refranchisings and favorable lease settlements on 
certain closed store leases, we have reversed $65 million of the 
charge ($40 million after-tax) in 1998. These reversals have 
increased 1998 facility actions net gain by $54 million ($33 million 
after-tax) and decreased 1998 unusual charges by $11 million 
($7 million after-tax). 










Of the $530 million charge, approximately $140 million represented 
impairment charges for certain restaurants intended to be used in 
the business and for certain joint venture investments to be 
retained, which were recorded as reductions of the carrying value 
of those assets. Below is a summary of the other activity related to 
the 1997 fourth quarter change through December 26,1998: 


Vi k nfp.Ti 



i ■ 

1 ni 

Ej ,L n l 

C> rr 1 • •, 

$ 261 

$ 129 

$ 390 

Utfllza£lcn$ 

(131) 

(54) 

(185) 

iticcjma) ■p-xperrse impacts: 




Oornpteted \r tnsBcfi 

(27) 

(7) 

(34) 

i m chi'n -ges 

(22) 

(17) 

(39) 

E0tirnat& changes 

15 

(7) 

8 

Olh9.r 

1 

— 

1 

ember 26, 1990 

$ 97 

$ 44 

S 141 


We believe that the remaining amounts are adequate to complete 
our current plan of disposal. However, actual results could differ 
from our estimates. 

We believe our worldwide business, upon completion of the 
actions covered by the change, will be significantly more focused 
and better-positioned to deliver consistent growth in operating 
profit before facility actions. We estimate that the favorable 
impact on 1998 operating profit before facility actions related to 
the 1997 fourth quarter charge was approximately $64 million 
($42 million after-tax), including $33 million ($21 million after-tax) 
from the suspension of depreciation and amortization in 1998 for 
the stores included in the charge. 

As anticipated in our 1997 Annual Report on Form 10-K, the 1998 
benefits of our 1997 fourth quarter charge of $64 million were 
largely offset by incremental spending related to our Year 2000 
issues of $27 million and the decline in our Asian businesses of 
$27 million in 1998 compared to 1997. 

See Note 4 to the Consolidated Financial Statements for addi¬ 
tional disclosures related to the components of the 1997 fourth 
quarter charge and to all facility actions. 

EURO CONVERSION 

On January 1. 1999, eleven of the fifteen member countries of 
the European Economic and Monetary Union (“EMU") adopted 
the Euro as a common legal currency and fixed conversion 
rates were established. From that date through June 30, 2002, 
participating countries will maintain both legacy currencies 
and the Euro as legal tender. Beginning January 1, 2002, new 
Euro-denominated bills and coins will be issued and a transition 
period of up to six months will begin in which legacy currencies 
will be removed from circulation. 

We have Company-owned and franchised businesses in the 
adopting member countries, which are preparing for the conver¬ 
sion. Expenditures associated with conversion efforts to date have 
been insignificant. We currently estimate that our spending over 
the ensuing three-year transition period will be approximately 
$16 million, related to the conversion in the EMU member 


countries in which we operate stores. These expenditures 
primarily relate to capital expenditures for new point-of-sale and 
back-of-house hardware and software. We expect that adoption 
of the Euro by the U.K. would significantly Increase this estimate 
due to the size of our businesses there relative to our aggregate 
businesses in the adopting member countries in which we operate. 

The speed of ultimate consumer acceptance of and our com¬ 
petitor’s responses to the Euro are currently unknown and may 
impact our existing plans. However, we know that, from a com¬ 
petitive perspective, we will be required to assess the impacts of 
product price transparency, potentially revise product bundling 
strategies and create Euro-friendly price points prior to 2002. We 
do not believe that these activities will have sustained adverse 
impacts on our businesses. Although the Euro does offer certain 
benefits to our treasury and procurement activities, these are not 
currently anticipated to be significant. 

We currently anticipate that our suppliers and distributors will 
continue to invoice us in legacy currencies until late 2001. We 
expect to begin dual pricing in our restaurants in 2001. We expect 
to compensate employees in Euros beginning in 2002. We 
believe that the most critical activity regarding the conversion for 
our businesses is the completion of the rollout of Euro-ready 
point-of-sale equipment and software by the end of 2001. Our 
current plans should enable us to be Euro-compliant prior to the 
requirements for these activities. Any delays in our ability to com¬ 
plete our plans, or in the ability of our key suppliers to be 
Euro-compliant, could have a material adverse impact on our 
results of operations, financial conditions or cash flows. 
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UNUSUAL CHARGES 

In 1998, we had unusual charges of $15 million ($3 million after¬ 
tax) versus unusual charges in 1997 of $184 million ($165 million 
after-tax). 

Unusual charges in 1998 included the following: (1) an increase 
in the estimated costs of settlement of certain wage and hour 
litigation and associated defense and other costs incurred; 

(2) severance and other exit costs related to strategic decisions 
to streamline the infrastructure of our international businesses; 

(3) favorable adjustments to our 1997 fourth quarter charge 
related to anticipated actions that were not taken, primarily 
severance; (4) writedown to estimated fair market value less 
costs to sell of our minority interest in a privately held non-core 
business, previously carried at cost, now held for sale; and 
(5) reversals of certain valuation allowances and lease liabilities 
relating to better-than-expected proceeds from the sale of prop¬ 
erties and settlement of lease liabilities associated with properties 
retained upon the sale of a Non-core Business. 

Unusual charges in 1997 included the following: (1) $120 million 
($125 million after-tax) of unusual asset impairment and sev¬ 
erance charges included in our 1997 fourth quarter charge 
described above; (2) charges to further reduce the carrying 
amounts of Non-core Businesses held for disposal to estimated 
market value, less costs to sell; and (3) charges relating to the 







estimated costs of settlement of certain wage and hour litiga¬ 
tion and the associated defense and other costs incurred. 

ACCOUNTING CHANGES 

In 1999, our financial results will be impacted by a number of 
accounting changes. These changes, which we believe are mate¬ 
rial in the aggregate, fall into three categories: 

• required changes in Generally Accepted Accounting Principles 
(“GAAP”), 


• discretionary methodology changes implemented to more 
accurately measure certain liabilities and 

• policy changes driven by our financial standardization project. 

Following is a discussion of those changes which have affected 
or will affect comparability. 

required changes \h qaap In 1999, we will adopt 
Statement of Position 98-1 (“SOP 98-1”), '‘Accounting for the 
Costs of Computer Software Developed or Obtained for Internal 
Use/ 1 This Statement will require us to capitalize approximately 
$12 million of costs of internal software development and of third 
party software purchases that we would have expensed previ¬ 
ously. Amortization or depreciation of amounts capitalized will be 
dependent on the useful lives of the underlying software assets. 

We adopted Emerging Issues Task Force Issue No. 97-11 ("EITF 
97-11"), "Accounting for Internal Costs Relating to Real Estate 
Property Acquisitions' 1 upon its issuance in March 1998. EITF 
97-11 limits the capitalization of internal real estate acquisition 
costs to those site-specific costs incurred from the point in time 
that the real estate acquisition is probable. We consider acquisi¬ 
tion of the property probable upon final site approval. EITF 97-11 
resulted in approximately $6 million ($3 million after-tax) of addi¬ 
tional expense in the last three quarters of 1998. Amounts of 
internal real estate acquisition costs capitalized in 1999 will also 
be further reduced from their 1998 levels by a discretionary pol¬ 
icy change we have adopted to limit the types of costs eligible for 
capitalization to those direct costs described as capitalizable in 
SOP 98-1. The combined incremental impact on 1999 results of 
operations for the application of EITF 97-11 and the policy change 
is expected to be approximately $4 million ($3 million after-tax), 
almost 50% of which will impact the first quarter. 

DlSGRETEGNAHY METHODOLOGY CHANGES In 1999, We will 
refine and enhance our existing actuarial methodology for 
estimating the self-insured portion of our casualty losses. Our 
current practice is to increase our independent actuary's ultimate 
loss projections, which have a 51 % confidence level, by a con¬ 
sistent percentage to improve the confidence level of our loss 
estimates. Confidence level means the likelihood that our actual 
losses will be equal to or below those estimates. Based on our 
independent actuary’s opinion, our current practice produces a very 
conservative confidence factor at a higher level than our target of 
75%. Our actuary believes our 1999 change will produce estimates 
at our 75% target confidence level for each self-insured year. We 
estimate this change in methodology will increase our 1999 results 
of operations by $5 million ($3 million after-tax). The majority of this 
increase will occur in our first 1999 actuarial evaluation which we 
currently expect to recognize in the first quarter. 


Accounting for pensions requires us to develop an assumed 
interest rate on securities with which the pension liabilities could 
be effectively settled. In estimating this discount rate, we look at 
rates of return on high-quality corporate fixed income securities 
currently available and expected to be available during the period 
to the maturity of the pension benefits. As it is impractical to find 
an investment portfolio which exactly matches the estimated 
payment stream of the pension benefits, we often have projected 
short-term cash surpluses. Effective for 1999, we changed our 
method of determining the pension discount rate to better reflect 
the assumed investment strategies we would most likely use to 
invest any short-term cash surpluses. Previously, we assumed 
that all short-term cash surpluses would be invested in U.S. gov¬ 
ernment securities. Our new methodology assumes that our 
investment strategies would be equally divided between U.S. 
government securities and high-quality corporate fixed income 
securities. The change in methodology is estimated to favorably 
impact 1999 results of operations by approximately $6 million 
($4 million after-tax). 

BUSINGS* STANDARDIZATION, CHANGES In 1999, we Will 
begin the standardization of our U.S. people policies, which will 
require changes by certain of our businesses. Most of these 
changes are not expected to have a significant financial impact. 
As part of this process, our vacation policies will be conformed 
to a fiscal-year-based, earn-as-you-go, use-or-lose policy from 
policies under which employees' vested vacations were attribut¬ 
able to services rendered in prior years. Over the two-year 
implementation period for this vacation policy change, the reduc¬ 
tion of our accrued vacation liabilities could be as much as 
$20 million. The total reduction and the portion attributable to 
1999 are not determinable at this time, as final decisions 
regarding specific transition rules including possible vacation 
buyouts for some of the affected employee groups have not yet 
been made. 

In addition, in 1999, we will focus on standardizing ail systems 
and accounting practices for our U.S. businesses. We currently 
estimate the results of standardizing our accounting practices 
will not have a significant impact on our results of operations. 


STORE PORTFOLIO PERSPECTIVES 


Beginning in 1995, we have been working to reduce our share of 
total system units by selling our restaurants to existing and new 
franchisees where their expertise can be leveraged to improve 
our concepts’ overall operational performance, while retaining 
our ownership of key markets. In addition, we also began an 
aggressive program to close our underperforming stores. Our 
portfolio-balancing activity has reduced, and will continue to 
reduce, our reported revenues and increase the importance of 
system sales as a key performance measure. Refranchising at 
appropriate prices frees up invested capital while continuing to 
generate franchise fees, thereby improving returns. The impact 
of refranchising gains is expected to decrease over time as 
we approach a Company/franchise 
balance more consistent with our 
major competitors. The following 
table summarizes our refranchising 
activities over the last four years: 
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The following table summarizes our store closure activities over the last four years: 
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Our ownership percentage (including joint venture units) of our 
Core Businesses' total system units decreased by almost 6 per¬ 
centage points from year-end 1997 and by 12 percentage points 
from year-end 1996 to 32% at December 26, 1998. This reduction 
was a result of our portfolio initiatives and the relative number 
of new points of distribution added and units closed by our fran¬ 
chisees and licensees and by us. 

additional factors expected to impact 

1999 COMPARISONS WITH 1 ft 9 S 

Our facility actions net gain was $221 million {$129 million after-tax) 
in 1998 excluding favorable adjustments to our 1997 fourth quarter 
charge. Facility actions net loss (gain) includes refranchising gains 
or losses, costs of closing underperforming stores and impair¬ 
ment charges for restaurants we intend to continue to use in the 
business or to close in a future quarter. Facility actions net gain 
in 1999 is expected to be half the level of the net gain recognized 
in 1998. However, if market conditions are favorable, we expect 
to sell more than the 800-900 units we have currently forecasted 
which would impact the amount of our net gain for 1999. 

We are phasing in certain structural changes to our Executive 
Income Deferral Program {“EID”) during 1999 and 2000 which are 
further discussed in Note 14 to the Consolidated Financial 
Statements. One such 1999 change requires all subsequent pay¬ 
outs under the EID to be made only in our Common Stock rather 
than cash or Common Stock at our option. This restriction 
applies only if the participant’s original deferrals were invested in 
discounted phantom shares of our Common Stock. Previously 
for accounting purposes, we were required to assume the pay¬ 
ment was made in cash. In 1999, we will no longer expense 
the appreciation, if any, attributable to the investments in these 
phantom shares. If this change had been in effect from the begin¬ 
ning of 1998, general and administrative expenses would have 
been approximately $10 million ($6 million after-tax) lower than 
reported. The 1999 impact of the change is dependent on move¬ 
ments in the market price of our Common Stock and the effect 
of forfeitures, if any, and cannot currently be estimated. 

In 1999, we expect to incur approximately $5 million ($3 million 
after-tax) of additional charges related to our unusual charge for 
our 1998 strategic decision to streamline our international busi¬ 
nesses. In 1999, we also expect to incur approximately $3 million 
($2 million after-tax) of expenses related to the start-up of a 


unified food service purchasing cooperative and costs associ¬ 
ated with reducing the workforce in our internal purchasing 
function. In 1998, we incurred $2 million ($1 million after-tax) 
related to the start-up of the co-op. 

In 1998, we completed our relocation of our Wichita, Kansas 
operations to other facilities. The total cost we incurred in 1998 
of $14 million ($9 million after-tax) included termination benefits, 
relocation costs, early retirement and other expenses related to 
this relocation. Due to contractual disputes with the proposed 
buyer, the expected fourth quarter 1998 sale of the facility at a 
gain to this buyer did not occur and is not considered imminent. 
We continue to expect to sell the facility at a price which should 
at least recover its carrying amount, but cannot estimate either 
the amount or timing of any potential gain at this time. 

Certain cost recovery agreements with Ameriserve and PepsiCo 
reduced our 1998 general, administrative and other (“G&A”) costs 
by approximately $8 million ($5 million after-tax). These agree¬ 
ments were terminated during 1998. 

Our Spin-off in 1997, our 1997 fourth quarter charge, the impacts 
of the disposal of our Non-core Businesses and fluctuations in the 
number and amount of gains related to refranchised stores repre¬ 
sent significant items which complicate year-over-year comparisons. 

Prior to October 7, 1997, our historical financial statements were 
impacted by our lack of history as an independent, publicly 
owned company. The amounts for certain items, specifically gen¬ 
eral and administrative expenses, interest expense and income 
taxes, included in our historical reported results for periods prior 
to the Spin-off, include allocations or computations which are 
not indicative of the amounts we would have incurred if we had 
been an independent, publicly owned company during all periods 
presented. See Note 2 to the Consolidated Financial Statements. 

Additionally comparative information is impacted by the opera¬ 
tions of and disposal charges related to our Non-core Businesses 
in 1997. These disposal charges included an estimated provision 
for all expected future liabilities associated with the disposal of 
our Non-core Businesses. We were required to retain these 
liabilities as part of the Spin-off. Our best estimates of all such 
liabilities have been included in the accompanying Consolidated 
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Financial Statements. See Note 19 to the Consolidated Financial 
Statements. Actual amounts incurred may ultimately differ from 
these estimates. However, we believe the amounts, if any, in 
excess of our previously recorded liabilities are not likely to have 
a material adverse effect on our results of operations, financial 
condition or cash flow. 

Following is a summary of the results of the operations and 
disposal of our Non-core Businesses: 
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increased $155 million or 1% in 1998. 
Excluding the negative impact of foreign currency translation, 
system sales increased by $871 million or 4%. The increase 
reflected the development of new units, primarily by franchisees 
and licensees and positive same store sales growth. U.S. devel¬ 
opment was primarily at Taco Bell and international development 
was primarily in Asia. This growth in system sales was partially 
offset by store closures. 

System sales increased $185 million or 1% in 1997. Excluding 
the negative impact of foreign currency translation, system sales 
increased $525 million or 3%. New unit growth by franchisees 
and licensees as weli as new Company units, primarily in inter¬ 
national markets, was partially offset by store closures. 

i . fh L e . decreased $1.2 billion or 13% in 1998. Company 
sales decreased $1.3 billion or 14%. Included in 1997 revenues 
were the Non-core Businesses’ revenues of $268 million. 
Excluding the negative impact of foreign currency translation and 
revenues from the Non-core Businesses, revenues decreased 
$755 million or 8% and Company sales decreased $821 million or 
9%. The decrease in Company sales was primarily due to the 
portfolio effect partially offset by new unit development and effec¬ 
tive net pricing. Franchise and license fees increased $43 million 
or 7% in 1998. Excluding the negative impact of foreign currency 
translation and the special 1997 KFC renewal fees of $24 million, 
franchise and license fees increased $89 million or 16%. The 
increase was primarily driven by units acquired from us and new 
unit development primarily in Asia and at Taco Bell in the U.S., 
partially offset by store closures by franchisees and licensees. 

Revenues decreased $547 million or 5% in 1997, Company sales 
decreased $626 million or .6% in 1997. The Non-core Businesses 
contributed $268 million and $394 million in 1997 and 1996, 
respectively. Excluding the negative impact of foreign currency 
translation, revenues decreased $465 million or 5% and 
Company sales decreased $555 million or 6%. The decrease in 
Company sales was primarily due to the portfolio effects partially 
offset by higher effective net pricing. Franchise and license fees 
increased $79 million or 16% in 1997. Excluding the negative 
impact of foreign currency translation and the special 1997 KFC 
renewal fees of $24 million, franchise and license fees increased 
$65 million or 13%. The increase was primarily driven by new 
unit development and units acquired from us, partially offset by 
store closures by franchisees and licensees. 
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Our restaurant margin as a percent of sales increased almost 190 
basis points for 1998. Portfolio effect contributed approximately 
65 basis points and the suspension of depreciation and amorti¬ 
zation relating to our 1997 fourth quarter charge contributed 
approximately 55 basis points to our improvement. Excluding the 
portfolio effect and the benefits of the fourth quarter charge, our 
restaurant margin increased approximately 70 basis points. The 
improvement was largely due to effective net pricing in excess of 
increased costs, primarily labor. Labor increases were driven by 
higher wage rates, primarily the September 1997 minimum wage 
increase, an increase in the management complement in our 
Taco Bell restaurants and lower favorable insurance-related 
adjustments in 1998. The decrease in occupancy and other oper¬ 
ating expenses related primarily to higher spending in 1997 on 
improving store condition and quality initiatives at Taco Bell and 
Pizza Hut as well as an increase in higher favorable insurance- 
related adjustments in 1998. These favorable items were partially 
offset by increased store refurbishment expenses at KFC in 1998. 

Our restaurant margin as a percent of sales increased approxi¬ 
mately 110 basis points for 1997 The increase in restaurant 
margin in 1997 was partially driven by effective net pricing in 
excess of increased costs, primarily labor. Portfolio effect con¬ 
tributed approximately 55 basis points and the Non-core 
Businesses contributed approximately 20 basis points of our 
improvement. In 1997, we also benefited from lower commodity 
costs primarily related to favorable cheese and chicken prices. 
This margin increase was partially offset by lower volumes. 
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Our core G&A increased $3 million in 1998. The increase reflected 
higher investment spending offset by the favorable impacts of 
stores sold or closed, decreased restaurant support center and 
field operating overhead and foreign currency translation. Our 
investment spending consisted primarily of costs related to 
spending on Year 2000 compliance and remediation efforts of 
$31 million in 1998 versus $4 million in 1997, along with the costs 
to relocate our processing center from Wichita to other existing 
restaurant support centers of $14 million. In addition, we experi¬ 
enced increased administrative expenses as an independent, 
publicly owned company and incurred additional expenses 
related to continuing efforts to improve and standardize admin¬ 
istrative and accounting systems. 

Included in our 1997 and 1996 core G&A were PepsiCo alloca¬ 
tions of $37 million and $53 million, respectively, reflecting a 
portion of PepsiCo’s shared administrative expenses prior to the 
Spin-off, The allocated PepsiCo administrative expenses were 
based on PepsiCo’s total corporate administrative expenses 
using a ratio of our revenues to PepsiCo’s revenues. We believe 
this basis of allocation was reasonable based on the facts avail¬ 
able at the date of such allocation. 


However, our ongoing G&A as an independent, publicly owned 
company in 1998 exceeded the annualized amount of the 1997 
PepsiCo allocation by approximately $30 million. The 1998 
increase was partially offset by the absence of non-recurring 
TRICON start-up costs of approximately $14 million which were 
incurred in 1997. The 1998 increased expenses were higher than 
the $20 million we estimated in our 1997 Annual Report on Form 
10-K, primarily due to increased incentive and stock-based 
compensation. These increased compensation costs are due to 
better-than-expected operating results, as well as strong growth 
in the market value of our Common Stock for the second half of 
1998, partially offset by delays in staffing positions at TRICON. 

Equity income from investments in our unconsolidated affiliates 
increased $10 million in 1998. This increase was due primarily to 
lower amortization relating to the impact of the joint venture 
investment impairment included in our 1997 fourth quarter 
charge and, to a lesser extent, the impact of new unit develop¬ 
ment primarily by our joint venture in the United Kingdom. Net 
foreign exchange gains were $6 million in 1998 compared to net 
foreign exchange losses of $16 million in 1997. This improve¬ 
ment was due primarily to non-recurring 1997 foreign exchange 
losses, predominantly in Thailand and the Netherlands, and to 
foreign exchange gains in 1998 primarily due to U.S. dollar 
denominated short-term investments in Canada. 

Our core G&A increased $30 million or 3% in 1997 reflecting 
increased investment spending, TRICON start-up costs, higher 
incentive compensation and increased litigation-related costs. 
Investment spending consisted primarily of costs related to 
improving and updating administrative systems, including initial 
spending of $4 million on Year 2000 compliance and remediation 
efforts, as well as investments in certain key international markets. 
These higher expenses were partially offset by the lapping of a 
reorganization charge for Pizza Hut in 1996, overall lower project 
spending and field overhead, particularly at Pizza Hut, and the 
favorable impacts of stores sold or closed. 
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Refranchising gains, which included initial franchise fees of 
$44 million, $41 million and $22 million in 1998, 1997 and 1996, 
respectively, as well as a $100 million tax-free gain from refran¬ 
chising our restaurants in New Zealand through an initial public 
offering in 1997, resulted from the refranchising of 1,389 units in 
1998, 1,418 units in 1997 and 659 units in 1996, 

Prior to April 23, 1998, we provided store closure costs when we 
made the decision to close a unit. At that time, in response to 
the Securities and Exchange Commission's (“SEC”) interpreta¬ 
tion of Statement of Financial Accounting Standards No. 121, 
“Accounting for the Impairment of Long-Lived Assets and 
for Long-Lived Assets to Be Disposed Of” (“SPAS 121”), we 
changed our store closure accounting policy. For closure deci¬ 
sions made subsequent to April 23, 1998, we only recognize any 
required asset impairment as a component of store closure costs 
when we have closed the restaurant within the same quarter the 
closure decision is made. The impact of this change reduced 
1998 store closure costs by $4 million which was more than off¬ 
set by increased impairment described in next paragraph. We 
closed 661 units in both 1998 and 1997, and 352 units in 1996. 

Impairment charges were $31 million in 1998. Prior to April 23, 
1998, our impairment charges resulted from our normal semi¬ 
annual evaluation of stores which we will continue to use in the 
business. Stores that meet our “two-year history of operating 
losses,” our primary impairment indicator, or which we believe 
may be impaired due to other changes or circumstances are 
evaluated for impairment. In 1998, upon adoption of the SEC's 
interpretation of SFAS 121, we also perform impairment evalua¬ 
tions when we expect to actually close a store beyond the quarter 
in which our closure decision is made. This change resulted in 
additional impairment charges of $6 million in 1998. We believe 
the overall decrease in impairment in 1998 was significantly 
impacted by 1997 decisions included in our fourth quarter charge 
to dispose of certain stores which may have otherwise been 
impaired in our evaluations, and improved performance primar¬ 
ily at Pizza Hut in the U.S. Impairment charges of $50 million in 
1997 and $62 million in 1996 resulted from our semi-annual 
impairment evaluations of restaurants. 
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Excluding the negative impact of foreign currency translation, 
ongoing operating profits increased $120 million or 18%. The 
increase was driven by higher franchise fees and reduced G&A, 
partially offset by the absence in 1998 of the Non-core 
Businesses' operating profit of $13 million and the special 1997 
KFC renewal fees of $24 million. Ongoing operating profits in 
1998 included benefits from our 1997 fourth quarter charge 
of approximately $64 million of which $33 million related to the 
suspension of depreciation and amortization for stores included 
in the charge. The benefits from our 1997 fourth quarter charge 
were almost completely offset by incremental 1998 Year 2000 
spending of $27 million and the decline in Asia profits of $27 mil¬ 
lion in 1998 compared to 1997 

Unallocated and corporate expenses increased $82 million 
or 93% in 1998. The increase was primarily due to spending on 
Year 2000 compliance and remediation efforts, costs to relocate 
our processing center from Wichita to other facilities and expenses 
incurred as an independent, publicly owned company, as well 
as, additional expenses related to the efforts to improve and 
standardize operating, administrative and accounting systems. 

Ongoing operating profits increased $91 million or 16% in 1997. 
Excluding the negative impact of foreign currency translation, 
ongoing operating profits increased $97 million or 17%. The 
increase relates primarily to increased franchise fees driven by 
the special 1997 KFC renewal fees of $24 million and improved 
restaurant margin, partially offset by an increase in unallocated 
and corporate expenses. The increase was driven primarily by 
increased investment spending related to improving and updat¬ 
ing administrative systems including initial spending on Year 2000 
compliance and remediation efforts, TRICON start-up costs and 
higher incentive compensation. 
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For periods prior to the Spin-off in 1997, income tax expense was 
calculated, to the extent possible, as if we filed income tax 
returns separate from PepsiCo. As PepsiCo managed its tax 
position on a consolidated basis, which takes into account the 
results of all its businesses, our effective tax rate in the future 
could vary significantly from historical effective tax rates calcu¬ 
lated for periods prior to the Spin-off. 
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The 1998 ongoing effective tax rate decreased 3.8 points to 
42.1 %. The decrease in the 1998 ongoing effective tax rate was 
primarily due to favorable adjustments related to prior years. 

The 1997 ongoing effective tax rate decreased 11 R points to 
45.9%. The decrease in the 1997 ongoing effective tax rate was 
primarily due to the decrease in taxes attributable to foreign 
operations, partially offset by an increase in state taxes. The 
foreign decrease was due to the absence of the adjustment 
recorded in 1996 to establish a valuation allowance. The increase 
in state tax was primarily due to an increase in the provision 
related to prior tax years. 

The effective tax rate attributable to foreign operations varied 
from year-to-year but in each year was higher than the U.S. 
Federal statutory tax rate. This was primarily due to foreign 
tax rate differentials, including foreign withholding tax paid 
without benefit of the related foreign tax credit for U.S. income 
tax purposes and losses of foreign operations for which no tax 
benefit could be currently recognized. 



Prior to the Spin-off, our operations were financed through oper¬ 
ating cash flows, proceeds from refranchising activities and 
investment by and advances from PepsiCo. At the Spin-off date, 
we borrowed $4.55 billion under a bank credit agreement to 
replace the financing previously provided by PepsiCo and, addi¬ 
tionally, to fund a dividend to PepsiCo. See Notes 2 and 9 to 
the Consolidated Financial Statements. For periods prior to the 
Spin-off, our interest expense included PepsiCo’s allocation of 
its interest expense (PepsiCo’s weighted average interest rate 
applied to the average balance of investments by and advances 
from PepsiCo) and interest on our external debt, including capi¬ 
tal leases. We believe such allocated interest expense is not 
indicative of the interest expense that we would have incurred 
as an independent, publicly owned company or will incur in future 
periods. Subsequent to the Spin-off date, our interest costs 
consist primarily of interest expense related to our bank credit 
agreement, Unsecured Notes and other external debt. Most of 
the other external debt existed at the Spin-off date. 

Our net interest expense decreased approximately $4 million in 
1998. The decline was due to an increase in interest income, par¬ 
tially offset by a slight increase in interest expense. The increase 
in interest income was driven by higher average international 
investment balances. The slight increase in interest expense was 
primarily due to higher average outstanding debt balances. 

Interest expense decreased in 1997 primarily due to the lower 
outstanding amount of PepsiCo-provided financing. This impact 
was partially offset by the higher interest rate on our bank credit 
agreement, as compared to the PepsiCo rate used in the alloca¬ 
tion process, and also higher outstanding debt levels. 
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s v ■* i f m sales increased $511 million or 4% in 1998. The 
increase was attributable to new unit development, primarily by 
franchisees and licensees of Taco Bell and, to a lesser extent, 
KFC, and positive same store sales growth at all three of our 
brands. These increases were partially offset by the impact of 
store closures. 

The 1997 increase of $114 million or 1 % in system sales was pri¬ 
marily due to new unit development, principally by franchisees 
and licensees at Taco Bell. This increase was partially offset by 
the impact of store closures. 

reye h j e s decreased $937 million or 13% primarily due to 
our decline in Company sales of $981 million or 14% in 1998. 
Excluding the effect of the Non-core Businesses, our Company 
sales decreased $715 million or 11%. The decline in Company 
sales was driven by the portfolio effect partially offset by positive 
same store sales growth at all three of our brands. 

We measure same store sales only for our U.S. Company units. 
Same store sales at Pizza Hut increased 6% in 1998. The 
increase reflects a higher check average at traditional and 
delivery units driven by the new product offerings of “The Edge” 
and the “Sicilian” pizzas as well as the promotion of the 
"Stuffed Crust” Pizza. The increase was partially offset by 
volume declines. KFC’s same store sales increased 3% in 1998. 
The improvement was primarily driven by favorable effective 
net pricing and strong product promotions including 
“Popcorn Chicken,” “Honey Barbecue” wings and “Original 
Recipe.” Same store sales for Taco Bell increased 3% in 1998, 
The increase was driven by an increase in average guest check 
resulting primarily from favorable effective net pricing. Same 
store sales also benefited from the introduction of “Gorditas/ 1 a 
higher priced menu item. The increase was partially offset by 
volume declines. 
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Franchise and license fees increased $44 million or 12% in 1998. 
Excluding the special 1997 KFC renewal fees (described below), 
1998 franchise and license fees increased $68 million or 19%. 
The increase was primarily driven by units acquired from us and 
new unit development, partially offset by the impact of store 
closures by franchisees and licensees. 

Revenues decreased $558 million or 7% in 1997 primarily 
due to Company sales decreases of $621 million or 8%. 
Excluding the impact of the Non-core Businesses, Company 
sales decreased $496 million or 7%. The decrease was driven 
primarily by the portfolio effect. The decline was partially offset 
by higher overall effective net pricing. This pricing impact 
occurred primarily at Taco Bell, which more than offset the impact 
of lower prices at Pizza Hut. 

Same store sales at KFC increased 2% in 1997 driven by prod¬ 
uct promotions, favorable effective net pricing and increased 
delivery sales, partially offset by lower transaction counts. Same 
store sales at Pizza Hut decreased 1 % for 1997, rebounding from 
a 7% decline through the second quarter. At Pizza Hut, lower 
average guest checks in 1997 and decreasing transaction counts 
in the first half of the year were partially offset in the second half 
by quality initiatives, increasing transaction counts and the intro¬ 
duction of “The Edge" Pizza. Taco Bell same store sales 
increased 2% in 1997 reflecting the successful Star Wars and 
Batman promotions, favorable product mix shifts and pricing, off¬ 
set by lower transaction counts. 

Franchise and license fees increased $63 million or 20% in 1997 
In 1997. we generated $24 million of special KFC renewal fees. 
Substantially all of KFC’s franchisees renewed their franchise 
agreements, typically for 20 years, during 1997. As part of this 
special renewal program at KFC, certain participating franchisees 
also committed to attain over the next several years certain facil¬ 
ity standards based on physical assessment of that franchisee’s 
restaurants. We believe these upgrades of the franchised facili¬ 
ties will ultimately result in higher system sales and, therefore, 
higher franchise fees. Excluding the special 1997 KFC renewal 
fees, our franchise and license fees increased $39 million or 13% 
in 1997. The increase was primarily driven by units acquired from 
us and new unit development, partially offset by store closures by 
franchisees and licensees. 
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Our restaurant margin as a percentage of sales increased over 
190 basis points in 1998. Portfolio effect contributed approxi¬ 
mately 75 basis points and the suspension of depreciation and 
amortization relating to our fourth quarter charge contributed 
approximately 40 basis points. Excluding the portfolio effect and 
the benefit of the fourth quarter charge, our restaurant margin 
increased approximately 80 basis points. In 1998, we benefited 
from favorable effective net pricing in excess of costs, primarily 
labor and commodity costs. Our labor increases were driven by 
higher wage rates, primarily the September 1997 minimum wage 
increase, an increase in the management complement at our 
Taco Bell restaurants and lower favorable insurance-related 
adjustments in 1998. Commodity cost increases, primarily 
cheese and produce, were partially offset by a decrease in other 
commodity costs. Our occupancy and other operating expenses 
were favorably impacted by higher favorable insurance-related 
adjustments in 1998 and the decreased store condition and 
quality initiative ^n^nr-linn at Pizza Hut and Taco Beil. These favor¬ 
able items were partially offset by increased store refurbishment 
expenses at KFC in 1998. 

Our increase in restaurant margin of almost 140 basis points in 
1997 was driven almost equally by effective net pricing in excess 
of increased costs, primarily labor, and the portfolio effect. This 
improvement was partially offset by the effect of reduced trans¬ 
action counts. The higher labor costs were due to the increased 
minimum wage and to costs incurred to improve customer sat¬ 
isfaction, partially offset by favorable actuarial adjustments to 
workers’ compensation liabilities. In 1997, we also benefited from 
lower commodity costs, primarily related to favorable cheese and 
chicken prices, and the disposal of the Non-core Businesses. 

operating pnonfs from our Core Businesses, excluding 
facility actions net gain and unusual charges, increased $150 mil¬ 
lion or 26% in 1998. The increase was driven by reduced G&A 
expenses, higher franchise and license fees and restaurant mar¬ 
gin improvement partially offset by the absence of the special 
1997 KFC renewal fees. The decline in G&A was primarily due to 
the portfolio effect and a decrease in restaurant support center 
and field operating overhead costs. Operating profits included the 
benefits related to our 1997 fourth quarter charge of approximately 
$35 million, of which $19 million related to the suspension of 
depreciation and amortization for the stores included in the charge. 

Operating profits from our Core Businesses, excluding facility 
actions net gain and unusual charges increased $74 million or 
14% in 1997. The increase was primarily due to higher continu¬ 
ing franchise and license fees, the special 1997 KFC renewal fees 
and improved restaurant margin. The increases were partially 
offset by an increase in G&A and other expenses. 
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(208) 

01) 

219 

— 

— 

Closures 

(116) 

(29) 

(196) 

(3) 

(344) 

. ulancn ?i1 Dec 27, 1 ^97 

2,295 

1,090 

5,500 

241 

9,126 

.Hi -/,- BuyA< dri us 

189 

94 

567 

42 

892 

Helr_ ,ehi peer sing 

(131) 

0) 

63 

77 

— 

ensures 

(188) 

(55) 

(456) 

(39) 

(738) 

Balance i f Dec. 20, 1998 

2,165^ 

1,1 20*"' 

5,674 

321 

9,280 
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svst&m Hi a t c s decreased $356 million or 5% in 1998. 
Excluding the negative impact of foreign currency translation, 
system sales increased $360 million or 5%. The increase was 
driven by new unit development, primarily in Asia, partially offset 
by store closures in other countries/markets. 

System sales increased $71 million or 1% in 1997. Excluding the 
negative impact of foreign currency translation, system sales 
increased $411 million or 6% in 1997 This growth was driven by 
new unit development, partially offset by store closures. 
Franchisee activity drove system unit development with approx¬ 
imately 50% of that activity occurring in Asia. 

ne venues decreased $280 million or 12% in 1998. Excluding 
the negative impact of foreign currency translation, revenues 
decreased $86 million or 4%. Company sales decreased $279 mil¬ 
lion or 13% in 1998. Excluding the negative impact of foreign 
currency translation, Company sales decreased $107 million or 
5%. The decrease in 1998 was driven by the portfolio effect, 


partially offset by new unit development and effective net pric¬ 
ing. Franchise and license fees decreased $1 million or less than 
1%. Excluding the negative impact of foreign currency transla¬ 
tion, franchise and license fees increased $21 million or 11%. 
The increase was primarily driven by new unit development and 
units acquired from us, partially offset by store closures by fran¬ 
chisees and licensees. 

Revenues increased $12 million or less than 1% in 1997. 
Excluding the negative impact of foreign currency translation, 
revenues increased $93 million or 4%. This increase relates pri¬ 
marily to higher effective net pricing, new unit development in 
Asia and an increase in franchise fees attributable to develop¬ 
ment, partially offset by store closures. Company sales in 1997 
decreased $5 million or less than 1%. Excluding the negative 
impact of foreign currency translation, Company sales increased 
$66 million or 3%. This increase was driven primarily by higher 
effective net pricing and unit development, partially offset by the 
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effect of refranchising our restaurants in New Zealand through an 
initial public offering in the second quarter. Franchise and license 
fees increased $17 million or 9% in 1997 primarily driven by new 
unit development and units acquired from us, partially offset by 
store closures by franchisees and licensees. 




Not cash provided by 
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$ 674 

$ 810 

$ 713 

Re franchising of restaurants 

784 

770 

355 


S 1,458 

$ 1,580 

$ 1,068 

Capital spending 

$ 460 

$ 541 

$ 620 



1$90 

1397 

’9913 

C )mpany sales 

100.0% 

100.0% 

100.0% 

F xd and paper 

35.8 

36.5 

36.3 

P - -iyr v and empL^yee benefits 

22 6 

22.7 

23.2 

Occupancy and other 




operating expenses 

28.6 

29.4 

29.3 

Restaurant margin 

13.0% 

11.4% 

11.2% 


net cash provided by operaiing activities decreased 
$136 million or 17% to $674 million in 1998. Cash used for working 
capital was $106 million for 1998 compared to cash provided by 
working capital of $27 million in 1997. The 1998 use was primarily 
due to an increase in current deferred tax assets and reduced 
income taxes payable. Excluding net changes in working capital, 
net income before facility actions and all other non-cash charges 
was essentially unchanged despite the decline in the number of our 
restaurants in the current year relating to our portfolio activities. 


Our restaurant margin increased over 160 basis points in 1998. 
Excluding the negative impact of foreign currency translation, 
restaurant margin increased approximately 195 basis points. The 
increase was driven primarily by the suspension of depreciation 
and amortization relating to restaurants included in our 1997 
fourth quarter charge, which contributed 110 basis points. The 
portfolio effect also contributed approximately 30 basis points 
to the improvement. The remaining margin improvement of 
approximately 55 basis points resulted from favorable effective 
net pricing in excess of costs in iviexicu, Australia arid Spain. 
Restaurant margin improvement was partially offset by volume 
declines in Asia, led by Korea. The economic turmoil throughout 
Asia resulted in an overall volume decline, even though we had 
volume increases in Mexico, Canada and Spain. 

Our restaurant margin increased over 20 basis points in 1997. 
The increase was driven by effective net pricing in excess of 
cost increases, primarily labor, offset by volume declines. Foreign 
currency translation and the portfolio effect did not have a 
significant impact. 

unhHAiiN& *ftcriT5 excluding facility actions net gain and 
unusual charges, increased $19 million or 11 % in 1998. Excluding 
the negative impact of foreign currency translation, operating 
profits increased $43 million or 25% in 1998. The increase was 
driven by an increase in franchise fees and a decline in G&A. 
Operating profits included benefits related to our 1997 fourth 
quarter charge of approximately $29 million, of which $14 million 
related to the suspension of depreciation and amortization for the 
stores included in the charge. These benefits were fully offset by 
the decline in Asia operating profits and Year 2000 spending. 

Operating profits, excluding the fourth quarter charge, other 
facility actions and unusual charges, increased $17 million or 
11 % in 1997. Excluding the negative impact of foreign currency 
translation, operating profits increased $23 million or 15%, The 
increase in 1997 was driven by higher franchise fees, new unit 
development and higher restaurant margin dollars. These 
increases were partially offset by an increase in G&A. 


Net cash provided by operating activities in 1997 increased 
$97 million or 14% to $810 million. This was driven by an 
increase in net income prior to facility actions net loss and 
unusual charges recorded in 1997 and an increase in our normal 
working capital deficit primarily related to higher income tax 
payables. These increases were partially offset by reduced depre¬ 
ciation and amortization in 1997. The decrease in depreciation 
and amortization related to refranchisings, store closures and 
impairment charges. 

net cash provided by i nyestihc activit^s decreased 
$164 million to $302 million in 1998 compared to $466 million in 
1997 The 1998 decrease was primarily due to the prior year sale 
of the Non-core Businesses offset by increased proceeds from 
refranchising and the sales of property, plant and equipment. 
Capital spending decreased by $81 million or 15%. 

The 1997 increase of $715 million was primarily attributable 
to an increase in proceeds from refranchising of restaurants of 
$415 million over 1996 and the proceeds from the sale of the 
Non-core Businesses of $186 million. Capital spending in 1997 
decreased by $79 million or 13%. 

net cash used for fenahcinq activities of$1.1 billion 
decreased slightly in 1998 compared to 1997. The 1998 use rep¬ 
resents net debt repayments. During 1998, we issued Unsecured 
Notes resulting in proceeds of $604 million, including the settle¬ 
ment of our treasury lock agreements. These proceeds were 
used to reduce existing borrowings under our unsecured Term 
Loan Facility and unsecured Revolving Credit Facility. 

Net cash used for financing activities almost tripled in 1997 
to $1.1 billion, primarily reflecting the net payments to PepsiCo, 
partially offset by the bank borrowings in connection with the 
Spin-off. This net use was partially offset by the increase in short-term 
borrowings of $83 million in 1997 versus a decrease of $80 mil¬ 
lion in 1996 and payments on the Revolving Credit Facility. 
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During 1998, we reduced our reliance on bank debt by over 
$1 billion by reducing term debt. Term debt was reduced through 
a combination of proceeds from the debt securities offered under 
our shelf registration discussed below, proceeds from refran¬ 
chising activities and operating cash flows, A key component of 
our financing philosophy is to build balance sheet liquidity and 
to diversify sources of funding. Consistent with that philosophy, 
we have taken steps to refinance a portion of our existing bank 
credit facility referred to below. In 1997, we filed with the SEC 
a shelf registration statement on Form S-3 with respect to 
offerings of up to $2 billion of senior unsecured debt. In early 
May 1998, we issued $350 million 7.45% Unsecured Notes 
due May 15, 2005, and $250 million 7.65% Unsecured Notes due 
May 15, 2008, under our shelf registration. The proceeds were 
used to reduce existing borrowings under our unsecured Term 
Loan Facility and unsecured Revolving Credit Facility. We may 
offer and sell from time to time additional debt securities in one 
or more series, in amounts, at prices and on terms we determine 
based on market conditions at the time of sale, as discussed in 
more detail in the registration statement. 

To fund the Spin-off, we negotiated a $5.25 billion bank credit 
agreement comprised of a $2 billion senior, unsecured Term Loan 
Facility and a $3.25 billion senior, unsecured Revolving Credit 
Facility which mature on October 2, 2002. Interest is based 
principally on the London Interbank Offered Rate (“LIBOR”) plus 
a variable margin as defined in the credit agreement. During 
the year ended December 26, 1998, we made net payments of 
$1.04 billion and $620 million under our unsecured bank Term 
Loan Facility and the unsecured Revolving Credit Facility, respec¬ 
tively. Amounts outstanding under the Revolving Credit Facility 
are expected to fluctuate from time to time, but term loan reduc¬ 
tions cannot be reborrowed. Such payments reduced amounts 
outstanding at December 26,1998, to $926 million and $1.82 bil¬ 
lion from $1.97 billion and $2.44 billion at year-end 1997, on the 
term facility and revolving facility, respectively. At December 26, 
1998, we had unused revolving credit agreement borrowings 
available aggregating $1.3 billion, net of outstanding letters of 
credit of $173 million. The credit facilities are subject to various 
affirmative and negative covenants including financial covenants 
as well as limitations on additional indebtedness including 
guarantees of indebtedness, cash dividends, aggregate non-U.S. 
investments, among other things, as defined in the credit agreement. 

This substantial indebtedness subjects us to significant interest 
expense and principal repayment obligations, which are limited 
in the near term, to prepayment events as defined in the credit 
agreement. Our highly leveraged capital structure could also 
adversely affect our ability to obtain additional financing in the 
future or to undertake refinancings on terms and subject to con¬ 
ditions that are acceptable to us. 

Since October 7,1997, we have been in compliance with the bank 
covenants. We will continue to closely monitor on an ongoing 
basis the various operating issues that could, in aggregate, affect 
our ability to comply with financial covenant requirements. 


We continue to use various derivative instruments with the objec¬ 
tive of reducing volatility in our borrowing costs. We have utilized 
interest rate swap agreements to effectively convert a portion of 
our variable rate (LIBOR) bank debt to fixed rate. During 1998, 
we entered into treasury lock agreements to partially hedge the 
anticipated issuance of our senior debt securities discussed 
above. We have also entered into interest rate arrangements to 
limit the range of effective interest rates on a portion of our vari¬ 
able rate bank debt. At December 26, 1998, the weighted 
average interest rate on our variable bank debt, including the 
effect of derivatives, was 6.2%. Other derivative instruments may 
be considered from time to time as well to manage our debt 
portfolio and to hedge foreign currency exchange exposures. 

We anticipate that our 1999 combined cash flow from operat¬ 
ing and refranchising activities will be lower than 1998 levels 
primarily because of our expectations of reduced refranchising 
activity. However, we believe it will be sufficient to support our 
expected capital spending and still allow us to make significant 
debt repayments. 

C'Ofl4i+i©l» 

Asstis decreased $583 million or 11% to $4.5 billion at 
year-end 1998. This decrease is primarily attributable to refran¬ 
chising and store closures and a decrease in U.S. cash which 
was attributable to improved cash management. 

liabilities decreased $1.0 billion or 15% to $5.7 billion pri¬ 
marily due to net debt repayments. Partially offsetting this 
decrease is an increase in other liabilities largely due to increased 
deferred compensation liabilities, pension liabilities and self- 
insured casualty claims. Additional salary and bonus deferrals 
and imputed earnings on deferrals under our compensation 
programs caused the deferred compensation liability to increase. 
The pension liability increased based on current actuarial valua¬ 
tions. The increase in casualty claims is due to the decision in 
the current year to effectively self-insure a portion of our 1998 
exposure compared to a fully insured program in 1997. 

Our operating working capital deficit, which excludes cash, short¬ 
term investments and short-term borrowings, is typical of 
restaurant operations where the vast majority of sales are for 
cash, and food and supply inventories are relatively small. Our 
terms of payment to suppliers generally range from 10-30 days. 
Our operating working capital deficit decreased $113 million to 
$960 million at year-end 1998. This decrease was primarily the 
result of a decrease in income taxes payable and an increase in 
deferred tax assets. Also contributing to this decrease was a 
reduction in the Core Businesses 1 working capital deficit due to 
our reduced number of restaurants resulting from our portfolio 
activities and also due to increased inventories of promotional 
items. This decrease was partially offset by higher levels of 
above-store accounts payable and other current liabilities due to 
timing of payments as well as higher levels of outside services 
and an increase in total incentive compensation accruals. 
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DERIVATIVE INSTRUMENTS 

Our policy prohibits the use of derivative instruments for trad¬ 
ing purposes, and we have procedures in place to monitor and 
control their use. Our current use of derivative instruments 
is primarily limited to interest rate swaps and collars and 
commodity futures contracts. 

Interest rate swaps and collars are entered into with the objective 
of reducing the volatility in borrowing costs. In 199B and 1997, 
we entered into interest rate swaps to effectively convert a por¬ 
tion of our variable rate bank debt to fixed rate. Payment dates 
and the floating rates indices and reset dates on the swaps 
match those of our underlying bank debt. At December 26, 1998, 
our payables under the related swaps aggregated $1.6 million. 

Interest rate collars are entered into with the objective of reducing 
the impact of variable interest rate changes in our bank debt 
thereby reducing volatility in borrowing costs. In 1998, we entered 
into interest rate collars to guarantee an upper (cap) and lower 
(floor) level of interest rates associated with a portion of bank debt. 
Collar reset dates and indices match those of our underlying bank 
debt. We make payments when interest rates fall below the floor 
level. We receive payments when interest rates rise above the cap. 
At December 26, 1998, our payables under the related collars 
were immaterial, and there were no related receivables. 

Our credit risk related to these derivatives is dependent upon 
both the movement in interest rates and the possibility of non¬ 
payment by counterparties. We mitigate credit risk by entering 
into the agreements only with high credit-quality counterparties, 
netting payments within each contract and netting exposures 
upon default across all contracts with a given counterparty. 
However, we believe the risk of default is minimal. 

Commodity futures contracts traded on national exchanges are 
entered into with the objective of reducing food costs. While this 
hedging activity has historically been limited, hedging activity 
could increase in the future if we believe it would result in lower 
total costs. Open contracts, deferred gains and losses and real¬ 
ized gains and losses were not significant for all years presented. 

MARKET RISK OF FINANCIAL INSTRUMENTS 

Our primary market risk exposure with regard to financial instru¬ 
ments is to changes in interest rates, principally in the United 
States. In addition, less than 2% of our debt is denominated in 
foreign currencies which exposes us to market risk associated 
with exchange rate movements. Historically, we have not used 
derivative financial instruments to manage our exposure to for¬ 
eign currency rate fluctuations since the market risk associated 
with our foreign currency denominated debt was not consid¬ 
ered significant. 

At December 26, 1998, a hypothetical 100 basis point increase 
in short-term interest rates would result in a reduction of approx¬ 
imately $15 million in annual pre-tax earnings. The estimated 
reduction is based upon the unhedged portion of our variable 


rate debt and assumes no change in the volume or composition 
of debt at December 26, 1998. 

In addition, a hypothetical 100 basis point increase in short-term 
rates at December 26, 1998 would increase the fair value of our 
interest rate derivative contracts approximately $23 million and, 
the fair value of our Unsecured Notes would decrease approxi¬ 
mately $34 million. Fair value was estimated by discounting the 
projected interest rate cash flows. 

rfew/ /re-'C'fcOfft'iPg Trepoopcsetnwbs 

See Notes to the Consolidated Financial Statements for discus¬ 
sion of new accounting pronouncements. 

From time to time, in both written reports and oral statements, 
we present “forward-looking statements” within the meaning of 
Section 27A of the Securities Act of 1933, as amended, and 
Section 21E of the Securities Exchange Act of 1934, as 
amended. The statements include those identified by such words 
as “may,” “will,” “expect,” “believe,” "plan" and other similar ter¬ 
minology. These “forward-looking statements” reflect our current 
expectations and are based upon data available at the time of 
the statements. Actual results involve risks and uncertainties, 
including both those specific to the Company and those specific 
to the industry, and could differ materially from expectations. 

Company risks and uncertainties include, but are not limited to, 
the limited experience of our management group in operating the 
Company as an independent, publicly owned business; poten¬ 
tially substantial tax contingencies related to the Spin-off, which, 
if they occur, require us to indemnify PepsiCo; our substantial 
debt leverage and the attendant potential restriction on our 
ability to borrow in the future, as well as the substantial interest 
expense and principal repayment obligations; potential unfavor¬ 
able variances between estimated and actual liabilities including 
accruals for wage and hour litigation and the liabilities related to 
the sale of the Non-core Businesses; our failure or the failure of 
critical business partners to achieve timely, effective Year 2000 
remediation; our ability to complete our conversion plans or the 
ability of our key suppliers to be Euro-compliant; and the poten¬ 
tial inability to identify qualified franchisees to purchase the 
408 Company units remaining from the fourth quarter 1997 charge 
as well as other units at prices we consider appropriate under our 
strategy to reduce the percentage of system units we operate. 

Industry risks and uncertainties include, but are not limited to, 
global and local business and economic and political conditions; 
legislation and governmental regulation; competition; success 
of operating initiatives and advertising and promotional efforts; 
volatility of commodity costs and increases in minimum wage 
and other operating costs; availability and cost of land and con¬ 
struction; adoption of new or changes in accounting policies and 
practices; consumer preferences, spending patterns and demo¬ 
graphic trends; political or economic instability in local markets; 
and currency exchange rates. 
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TRICON Global Restaurants, Inc. and Subsidiaries 

Rsca* years encied December 26, 1996, December 27, 1997 ard December 25, 1996 
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Revenues 

C -TMf:-iry -“at^ 

i j-o-ic. ,-.e am itoen?^ fees 

Costs and Expenses, net 

Con i - try ,esvi. Jrarvfe 
F ■ y ,; and paper 
Papal rrit.i employee benefits 
OdCLipabey and otiw uperming expenses 

General, administrative and other expenses 
Fflidlrty aclicri': r i ryan i) 

Ui lusual charges 
f '‘nl cos' and eif;:enses ml 

Operating Profit 

1 nxr.-cr ;.-s, net 

Income (Loss) Before Income Taxes 
Income Tax Provision 

Net Income (Loss) 

Basic Earnings Per CcT-rrmn Share 
Diluted Earnings Par Common Sna-e 


1998 

1ES7 

1 . |p 

S 7,852 

$ 9,112 

$ 9,738 

618 

573 

494 

8,468 

9,685 

10,232 

2,521 

2,949 

3,215 

2,243 

2,614 

2,793 

2,030 

2,491 

2,709 

5.794 

8,054 

8,717 

906 

959 

934 

(275} 

247 

(37) 

1$ 

184 

246 

7,440 

9,444 

9,860 

1 p023 

241 

372 

272 

276 

300 

756 

(35) 

72 

311 

76 

125 

S 445 

$ (111) 

$ (53) 

$ 2.92 

S 2.64 
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TRICON Global Restaurants, Inc. and Subsidiaries 

F«a:;al years ended December 28, 1998. D^c Tiber 2/, " y07 and December 23, 1 

(fn rrifinns) 



i&aa 

139? 

1906 

Cash Flows - Operating Activities 




Net income (Joss) 

$ 445 

$ (111) 

$ (53) 

Adjustments to reconcile net income (loss) to net cash provided by operating activities: 




Depreciation and amortization 

417 

536 

621 

Facility actions net (gain; 'oss 

(275) 

247 

(37) 

unusual charges 

15 

184 

246 

Deterred income taxes 

3 

(138) 

(150) 

Other non-cash charges and credits, net 

176 

65 

73 

Changes in operating working capital, excluding -effects of acquisitions and ms;. options. 




Accounts and notes receivable 

WJ 

(22) 

(16) 

Inventories 

4 

3 

27 

Prepaid expenses, deterred income taxes and other current assets 

im 

— 

(2) 

Accounts payable and other current liabilities 

10 

3 

85 

Income taxes payable 

m 

43 

(81) 

Net change in operating working capital 

(106) 

27 

13 

Net Cash Provided by Operating Activities 


810 

713 

Cash Flows - Investing Activities 




-- 

iAm 

(541) 

(620) 

Refrarchising of rgstauantE 

7M 

770 

355 

Sacs of Njir i-ooreBu-arnesses 

— 

186 

— 

Saies of nm j lerty, plant arc equipment 

as 

40 

45 

Other net 

00) 

11 

(29) 

Net Cash Provided by (Used for) Investing Activities 

302 

466 

(249) 

Cash Flows - Financing Activities 




Proceeds from Notes 

604 

— 

— 

Proceeds from long-term debt 

4 

— 

— 

Proceeds m ;m Term Lean Facility 

— 

2,000 

— 

Proceeds from Revolving Credit Facility 

140 

2,550 

— 

Payments on Revolving Credit Facility 

(760) 

(115) 

— 

Payments of long-term debt 

{1.066) 

(65) 

(57) 

Short-term \y mowings - three months or less, net 

(S3) 

83 

(80) 

Decrease in investments by and advances from PepsiCo 

— 

(3,281) 

(285) 

Dividend to PepsiCo 

— 

(2,369) 

— 

Other net 

13 

59 

— 

Net Cash Used for Financing Activities 

0.120) 

(1,138) 

(422) 

Effect of Exchange Rate Changes on Cash and Cash Equivalents 

(3) 

(7) 

1 

Net (Decrease) Increase in Cash and Cash Equivalents 

(147) 

131 

43 

Cash and Cash Equivalents - Beginning of Year 

260 

137 

94 

Cash and Cash Equivalents - End of Year 

S 121 

$ 268 

$ 137 

Supplemental Cash Flow Information 




Interest paid 

£ 303 

$ 64 

$ 34 

Income taxes paid 

310 

210 

325 
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TRICON Global Restaurants, Inc. and Subsidiaries 

[ • mber 2t 1 ■ h and December 27 , 1997 

■ i^r 

i<m pa 


ASSETS 

Current Assets 

Cash and cash _puivaiC? ,.s 
Si crt term inve ' cents, at cost 

Accounts and notes receivable, iess allowance: 3 i 7 i 99E and 520 n 1997 
Inventories 

Prepuiu expenses, deferred income taxes arct other curran a 

Total Current Assets 
Property, Plant and Equipment, net 
Intangible Assets, net 
Investments in Unconsolidated Affiliates 
Other Assets 
Total Assets 

LIABILITIES AND SHAREHOLDERS 1 DEFICIT 

Current Liabilities 

Accounts payable arid other current liatn^es 
Income taxes rsyable 
Short-term borrowings 

Total Current Liabilities 
Long-term Debt 

Other Liabilities and Deferred Credits 
Deferred Income Taxes 
Total Liabilities 
Shareholders 1 Deficit 

P'-efesred stock, no par value, 260 shares authorized: no sharos issued 
Gammer stock, no par value, 750 shares authunzed; 1 53 ana 152 StrSres issued 
and outsiandir j in lt£ ■. 7 

,_ a,'nulat-i j (jeftrt 

Accumulated at.: >■;■■■' conc 1 'icnevij i ■ r_:; n . ■■ 

Total Shareholders’ Deficit 

Total Liabilities and Shareholders’ Deficit 


. : j • : ■> ■ J . IC..5 


S 121 

$ 268 

87 

33 

155 

149 

68 

73 

194 

163 

625 

686 

2,096 

3,261 

651 

812 

159 

143 

200 

212 

S 4,631 

$ 5,114 

S 1,203 

$ 1,263 

&4 

195 

96 

124 

1,473 

1,582 

3.436 

4,551 

720 

568 

65 

33 

5,694 

6,734 

1,305 

1,271 

(2,31 B) 

(2,763) 

(150) 

(128) 

(V63J 

(1,620) 

£ 4,531 

$ 5,114 
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TRICON Global Restaurants, Inc. and Subsidiaries 

Fiscal years ended December 26, 1998, December 27, 1097 and December 23, 1996 
{m millions) 

Ac cur: dated 




Issued 


investments by 

OtTW 



Com™ in Slow 

AC -TlUkVlUo 

ar ■ Advances 

Comprenentfue 



Shares 

AffOint 

Desert 

irtvm FejjaCb 

Incarne 

TaiaJ 

Balance at Oeo Tiber 30, 1995 




$ 4,604 

$ (29) 

$ 4,575 

Comprehensive Income* 







Net loss 




(53) 


(53) 

Foreign currency translation adjustment 
Minimum pension liability adjustment, 





2 

2 

(includes tax of $2 miHtor) 





(2) 

(2) 

Net investments by and advances 







from Per :slCo 




(283) 


(283) 

Balance at December 28, 1996 




$ 4,268 

$ (29) 

$ 4,239 

Comprehensive income: 







Net income prior to Spin-off 




283 


283 

Net Joss after Spin-off 



(394) 



(394) 

Foreign cuirency translation adjustment 
Minimum pension liability ac^uD merit, 





(101) 

(101) 

(includes tax of $2 milli m} 





2 

2 

Net invt tn nls by and advances 







from Fwp&Co 




(1,152) 


(1,152) 

Spin-off divider^ and partial repayment 







cf advances 



(2,369) 

(2,131) 


(4,500) 

Issuance of sianes of common stock, 







no par value, in connection with 

the Spin-off 

152 






Contribution to capital of remaining 







unpaid advances 


1,268 


(1,268) 


— 

Stock option exercises 


3 




3 

Balance at December 27. 1997 

152 

$ 1,271 

$ (2,763) 

S — 

$ (128) 

$ (1,620) 

Comprehensive Income: 







Net income 



445 



445 

Foreign currency translation adjustment 
Minimum pension liability adjustment 





(20) 

(20) 

{includes tax of $1 million) 





(2) 

(2) 

Adjustment to opening equity related to 







net advances from PepsiCo 


12 




12 

Stock option exercises (includes tax benefits 







of $3 million) 

1 

22 




22 

Balance at December 26, 1998 

153 

S 1,305 

$ (2,318) 

$ - 

S (150) 

S (1,163) 


Total Comprehensive (Loss) Income for the years: 
December 28, 1996 
December 27, 1997 
December I -73 


$ (53) 

( 210 ) 
423 
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TRICON Global Restaurants, Inc. and Subsidiaries (collectively 
referred to as "TRICON” or the “Company”) was created as an 
independent, publicly owned company on October 6, 1997 
(the "Spin-off Date”) via a tax-free distribution by our former 
parent, PepsiCo, Inc. (“PepsiCo”), of our Common Stock 
(the “Distribution” or “Spin-off’ 1 } to its shareholders. TRICON is the 
world’s largest quick service restaurant company based on the 
number of system units, with more than 29,000 restaurants in 101 
countries and territories. References to TRICON throughout these 
Consolidated Financial Statements are made using the first per¬ 
son notations of “we” or "our.” The worldwide business of our core 
businesses of KFC, Pizza Hut and Taco Bell (“Core Business(es)”), 
include the operations, development and franchising and licens¬ 
ing of a system of both traditional and non-traditional quick 
service restaurant units featuring dine-in, carryout and, in some 
instances, drive-thru or delivery service. Each Core Business has 
proprietary menu items and emphasizes the preparation of food 
with high quality ingredients as well as unique recipes and special 
seasonings to provide appealing, tasty and attractive food at com¬ 
petitive prices. We also previously operated other non-core 
concepts disposed of in 1997, which included California Pizza 
Kitchen, Chevys Mexican Restaurant, D’Angelo’s Sandwich 
Shops, East Side Mario’s and Hot ’n Now (collectively, the "Non¬ 
core Businesses”). As of year-end 1998, 32% of total worldwide 
units were operated by us or international joint ventures in which 
we participate and 68% by our franchisees and licensees. 
Approximately 31 % of our system units are located outside the 
U.S, In late 1994, we determined that each Core Business sys¬ 
tem should be rebalanced toward franchising and that 
underperforming units should be closed and, since that time, 
3,730 units have been refranchised and 1,941 units have been 
closed through December 26, 1998. 




Sornm&ry ^ 


Our preparation of the accompanying Consolidated Financial 
Statements in conformity with generally accepted accounting 
principles requires us to make estimates and assumptions that 
affect reported amounts of assets and liabilities and disclosure of 
contingent assets and liabilities at the date of the financial state¬ 
ments and the reported amounts of revenues and expenses 
during the reporting period. Actual results could differ from 
our estimates. 


PRINCFPlSS of CQNSOUIO AH0N AMD BA$l£ OF PR€PAPftTlCI»f■ 

The accompanying Consolidated Financial Statements present 
our financial position, results of operations and cash flows as if 
we had been an independent, publicly owned company for all 
prior periods presented. Intercompany accounts and transac¬ 
tions have been eliminated. Investments in unconsolidated 
affiliates in which we exercise significant influence but do not 
control are accounted for by the equity method. Our share of the 
net income or loss of those unconsolidated affiliates and net 
foreign exchange gains or losses are included in general, admin¬ 
istrative and other expenses. The Consolidated Financial 
Statements prior to the Spin-off Date represent the combined 
worldwide operations of the Core Businesses and the Non-core 
Businesses disposed of in 1997 

In addition, PepsiCo made certain allocations of its previously 
unallocated interest and general and administrative expenses 
related to the years ended 1997 and 1996, as well as computa¬ 
tions of separate tax provisions for its restaurant segment, to 
facilitate the presentation. 

Prior to the Spin-off, our operations were financed through our 
operating cash flows, refranchising proceeds and investments 
by and advances from PepsiCo. For this reason, our historical 
financial statements prior to the Spin-off include interest expense 
on our relatively insignificant external debt plus an allocation of 
interest expense which had not previously been allocated by 
PepsiCo. PepsiCo based its interest allocations on its weighted 
average interest rate applied to the average annual balance of 
investments by and advances from PepsiCo. 

PepsiCo based its allocations of general and administrative 
expenses on our revenue as a percent of PepsiCo’s total revenue. 

The amounts, by year, of the historical allocations described 
above are as follows: 


i)/ " i i 1 -: ' ■ - 

Merest allocated $188 $ 275 

PepsiCo -average meiesi rate 6 . 1 % 6.2% 

General and adrrr*stmik-Q expense pfcjested $37 $53 

We believe that the bases of allocation of interest expense and 
general and administrative expenses were reasonable based on 
the facts and circumstances available at the date of their alloca¬ 
tion. However, based on current information, such amounts are 
not indicative of amounts which we would have incurred as an 
independent, publicly owned company for all periods presented. 

In addition, as noted in our Consolidated Statement of 
Shareholders’ (Deficit) Equity and Comprehensive Income, our 




capital structure changed in 1997 as a result of the Distribution 
and bears little relationship to the average net outstanding invest¬ 
ments by and advances from PepsiCo prior to the So'n-off. In 
connection with the Spin-off, we borrowed $4.55 billion to fund 
a dividend and repayments to PepsiCo, which exceeded the net 
aggregate balance owed at the Spin-off Date by $1.1 billion. 

For periods prior to the Spin-off, PepsiCo calculated income tax 
expense, to the extent possible, as if we had filed separate 
income tax returns. As PepsiCo managed its tax position on a 
consolidated basis, which takes into account the results of all of 
its businesses, our historical effective tax rates prior to 1998 are 
not indicative of our future tax rates. 

CHANGES IN ACCOUNTING PRINCIPLES 
comprehensive income. Effective December 28, 1997, we 
adopted Statement of Financial Accounting Standards (“SPAS”) 
No. 130, “Reporting Comprehensive Income.” This Statement 
requires that all items recognized under accounting standards as 
components of comprehensive earnings be reported in the finan¬ 
cial statements. We have included these disclosures in the 
accompanying Consolidated Statement of Shareholders’ (Deficit) 
Equity and Comprehensive Income, We have classified items of 
other comprehensive earnings by their nature in our financial 
statements. Prior years' financial statements have been reclas¬ 
sified to conform to these requirements. 


Accumulated Other Comprehensive Income includes reclassifi¬ 
cation amounts as follows: 


Foreign currency 

translation adjustment 


t9S7 


arising dun lg the jo tried 

Less: Fcreigfi currency 

translation adjustment 


$ (90) 

S 2 

included in net income (loss) 

Net foreign currency 

1 

(11) 

— 

translation adjustment 

$( 20 ) 

$(101) 

$ 2 


Accumulated Other Comprehensive Income consisted of 
the following components as of December 26, 1998 and 
December 27 1997: 



199* 

1 957 

Foreign currency translation adjustment 

$ (143} 

$(128) 

Minimum pension liability adjustment 

(2) 

- 

Total accumulated other comprehensive income 

5 (150) 

$(128) 


segment disclosures. Effective December 28, 1997, we 
adopted SFAS No. 131, “Disclosures About Segments of an 
Enterprise and Related Information” (“SFAS 131”). This 
Statement supersedes SFAS No. 14, “Financial Reporting for 
Segments of a Business Enterprise” and requires that a public 


company report annual and interim financial and descriptive 
information about its reportable operating segments. Operating 
segments, as defined, are components of an enterprise about 
which separate financial information is available that is evaluated 
regularly by the chief operating decision maker in deciding how 
to allocate resources and in assessing performance. This 
Statement allows aggregation of similar operating segments into 
a single operating segment if the businesses are considered sim¬ 
ilar under the criteria of this Statement. For purposes of applying 
this Statement, we consider our U.S. Core Businesses to be sim¬ 
ilar and therefore have aggregated them. As required, our 
financial information has been reported on the basis that we use 
internally for evaluating segment performance and deciding how 
to allocate resources to segments. Upon adoption of SFAS 131, 
certain corporate expenses PepsiCo previously allocated to our 
business segments are now reported as unallocated expenses. 
We have restated prior year amounts to be comparable to the 
current year presentation. 

internal development costs. Effective March 18, 1998, 
we adopted Emerging Issues Task Force Issue No. 97-11 
(“EITF 97-11"), “Accounting for Internal Costs Relating to Real 
Estate Property Acquisitions.” EITF 97-11 limits the capitaliza¬ 
tion of internal real estate acquisition costs to those site-specific 
costs incurred subsequent to the time that the real estate acqui¬ 
sition is considered probable. We consider acquisition of the 
property probable upon final site approval. Prior to the adoption 
of EITF 97-11, all preacquisition real estate activities were con¬ 
sidered capitalizable. The adoption of EITF 97-11 resulted in 
additional expenses of $6 million ($3 million after-tax) in 1998 for 
internal development costs no longer capitalizable. 

fiscal tea ft Our fiscal year ends on the last Saturday in 
December and, as a result, a fifty-third week is added every five 
or six years. Fiscal years 1998, 1997 and 1996 comprised 
52 weeks. The first, second and third quarters of each year 
include 12 weeks each, while the fourth quarter includes 
16 weeks. Our subsidiaries operate on similar fiscal calendars 
with period end dates suited to their businesses. Period end 
dates are within one week of TRICON'S period end date with the 
exception of our international businesses, which close one period 
or month earlier to facilitate consolidated reporting. 

d i p e ct mar ketino costs. We report substantially all of our 
direct marketing costs in occupancy and other operating 
expenses in the Consolidated Statement of Operations, which 
include costs of advertising and other marketing activities. We 
charge direct marketing costs to expense ratably in relation to 
revenues over the year in which incurred. Direct marketing costs 
deferred at year-end consist of media and related ad production 
costs. We expense these costs in the first year the media or ad 
is used. Our advertising expenses were $462 million, $544 million 
and $571 million in 1998, 1997 and 1996, respectively. 

research *np cevelgfmsht expensep Research and 
development expenses, which we expense as incurred, 
were $21 million, $21 million and $20 million in 1998, 1997 and 
1996, respectively. 










stock-based employee compensation. We measure 
stock-based employee compensation cost for financial statement 
purposes in accordance with Accounting Principles Board 
Opinion No. 25, fl Accounting for Stock Issued to Employees," and 
its related interpretations and include pro forma information in 
Note 13 as required by Statement of Financial Accounting 
Standards No. 123, “Accounting for Stock-Based Compensation" 
{“SFAS 123"). Accordingly, we measure compensation cost for 
the stock option grants to our employees as the excess of the 
average market price of our Common Stock at the grant date over 
the amount the employee must pay for the stock. Our policy is to 
generally grant stock options at the average market price of the 
underlying Common Stock at the date of grant. 

earnings liossi per cohhon SHARE In the accompany¬ 
ing Consolidated Statement of Operations, we have omitted loss 
per share information for 1997 and 1996 as our capital structure 
as an independent, publicly owned company did not exist in 
those years. 

?e pi v ati vi in 5 t-r u m e* - From time to time, we utilize inter¬ 
est rate swaps and collars to hedge our exposure to fluctuations 
in variable interest rates. 

We recognize the interest differential to be paid or received on 
an interest rate swap as an adjustment to interest expense as the 
differential occurs. We recognize the interest differential to be 
paid or received on an interest rate collar as an adjustment to 
interest expense only if the interest rate falls below or exceeds 
the contractual collared range. We reflect the recognized inter¬ 
est differential not yet settled in cash in the accompanying 
Consolidated Balance Sheet as a current receivable or payable. 
If we were to terminate an interest rate swap or collar position, 
any gain or loss realized upon termination would be deferred and 
amortized to interest expense over the remaining term of the 
underlying debt instrument it was intended to modify or would 
be recognized immediately if the underlying debt instrument were 
settled prior to maturity. 

We defer gains and losses on futures contracts that are desig¬ 
nated and effective as hedges of future commodity purchases 
and include them in the cost of the related raw materials when 
purchased. Changes in the value of futures contracts that we use 
to hedge commodity purchases are highly correlated to the 
changes in the value of the purchased commodity. If the degree 
of correlation between the futures contracts and the purchase 
contracts were to diminish such that the two 
were no longer considered highly correlated, we 
would recognize in income subsequent changes 
in the value of the futures contracts. 

cash and cash equivalents Cash equiva¬ 
lents represent funds we have temporarily invested 
(with original maturities not exceeding three months) 
as part of managing our day-to-day operating cash 
receipts and disbursements. 


*+ventories We value our inventories at the lower of cost 

(computed on the first-in, first-out method) or net realizable value. 

property, plant and eguipmewt. We state property, plant 
and equipment (“PP&E") at cost less accumulated depreciation 
and amortization, impairment writedowns and valuation 
allowances. We calculate depreciation and amortization on a 
straight-line basis over the estimated useful lives of the assets 
as follows; 5 to 25 years for buildings and improvements and 
3 to 20 years for machinery and equipment. We suspend depre¬ 
ciation and amortization on assets related to restaurants that are 
held for disposal. Our depreciation and amortization expense 
was $372 million, $460 million and $521 million in 1998, 1997 
and 1996, respectively. 

jntam&isle assets Intangible assets include both identifi¬ 
able intangibles and goodwill arising from the allocation of 
purchase prices of businesses acquired. Where appropriate, the 
intangibles are allocated to the individual store level at the times 
of acquisition. We base amounts assigned to identifiable intan¬ 
gibles on independent appraisals or internal estimates. Goodwill 
represents the residual purchase price after allocation to all iden¬ 
tifiable net assets. Our intangible assets are stated at historical 
allocated cost less accumulated amortization, impairment write¬ 
downs and valuation allowances. We amortize intangible assets 
on a straight-line basis as follows: 20 years for reacquired fran¬ 
chise rights, 3 to 34 years for trademarks and other identifiable 
intangibles and 20 years for goodwill. We suspend amortization 
on intangible assets allocated to restaurants that are held for dis¬ 
posal. Our amortization expense was $52 million, $70 million and 
$95 million in 1998, 1997 and 1996, respectively. 

franchise ano License Fees We execute franchise or 
license agreements covering each point of distribution which 
provide the terms of our arrangement with the franchisee/ 
licensee. Our franchise and certain license agreements generally 
require the franchisee/licensee to pay an initial, non-refundable 
fee. Our agreements also require continuing fees based upon a 
percentage of sales. Subject to our approval and payment of a 
renewal fee, a franchisee may generally renew its agreement 
upon its expiration. 

We recognize initial fees as revenue when we have performed 
substantially all initial services required by the franchising/licens¬ 
ing agreement, which is generally upon opening of a store. We 
recognize continuing fees as earned with an appropriate provi¬ 
sion for estimated uncollectible amounts. We recognize 
renewal fees in earnings when a renewal agreement 
becomes effective. We include initial fees collected upon 
the sale of a restaurant to a franchisee in refranchising 
gains (losses). 

Our direct costs of the sales and servicing of franchise and 
license agreements are charged to expense as incurred. 



refrahchisinq dAiNs ilossesi Ftefranchising gains 
(losses) include gains or losses on sales of our restaurants 


to new and existing franchisees and the related initial franchise 
fees. We include direct administrative costs of refranchising in 
the gain or loss calculation. We recognize gains on restaurant 
refranchisings when the sale transaction closes, the franchisee 
has a minimum amount of the purchase price in at-risk equity 
and we are satisfied that the franchisee can meet its financial 
obligations. Otherwise, we defer refranchising gains until those 
criteria have been met. We recognize estimated losses on res¬ 
taurants to be refranchised and suspend depreciation and 
amortization when: (1) we make a decision to refranchise a store; 
(2) the estimated fair value less costs to sell is less than the car¬ 
rying amount of the store; and (3) the store can be immediately 
removed from operations. When we make a decision to retain a 
store previously held for refranchising, we revalue the store at the 
lower of its net book value at our original disposal decision date 
less normal depreciation during the period held for disposal or 
its current fair market value. This value becomes the store’s new 
cost basis. We charge (or credit) any difference between the 
store's carrying amount and its new cost to refranchising gains 
(losses). When we make a decision to close a store previously 
held for refranchising, we reverse any previously recognized 
refranchising loss and then record the store closure costs as 
described below. 

stqhe closure costs To conform to the Securities and 
Exchange Commission’s interpretation of Statement of Financial 
Accounting Standards No. 121, “Accounting for the Impairment of 
Long-Lived Assets and for Long-Lived Assets to Be Disposed Of,” 
our store closure accounting policy was changed in 1998. Effective 
for closure decisions made on or subsequent to Anril 23.1998. we 
recognize store closure costs when we have closed the restaurant 
within the same quarter our decision is made. Prior to April 23, 
1998, we recognized store closure costs and generally suspended 
depreciation and amortization when we decided to close a restau¬ 
rant in a future quarter. Store closure costs include the cost of 
writing-down (impairing) the carrying amount of a restaurant’s 
assets to estimated fair market value less costs of disposal. The 
impact of this accounting policy change was not significant. 

When we make a decision to retain a store previously held for 
closure, we revalue the store at the lower of net book value at the 
original disposal decision date less normal depreciation during 
the period held for disposal or the current fair market value. This 
value becomes the store’s new cost basis. We charge (or credit) 
any difference between the store’s carrying amount and its new 
cost to store closure costs. When we make a decision to refran¬ 
chise a store previously held for closure, we reverse any 
previously recognized store closure costs and then record the 
estimated refranchising loss, if any, as described above. 


In addition, for all periods presented, we recorded a liability 
for the net present value of any remaining operating lease 
obligations after the expected closure date, net of estimated 
sublease income, if any. If we decide to retain or refranchise a 
store held for closure, we reverse the post-closing lease liability 
previously recorded. 

IMPAIRMENT OF LONG-LIVED A&SETB TO EE HELD AND USED 

in the business We review our long-lived assets, including 
any allocated intangible assets, related to each restaurant to be 
held and used in the business semi-annually for impairment, or 
whenever events or changes in circumstances indicate that the 
carrying amount of a restaurant may not be recoverable. We eval¬ 
uate restaurants using a “two-year history of operating losses” as 
our primary indicator of potential impairment. Based on the best 
information available, we write down an impaired restaurant to its 
estimated fair market value, which becomes its new cost basis. 
We generally measure estimated fair market value by discounting 
estimated future cash flows. In addition, when we decide to close 
a store beyond the quarter in which the closure decision is made, 
it is reviewed for impairment. The impairment evaluation is based 
on the estimated cash flows from continuing use until the 
expected disposal date plus the expected terminal value. 

Considerable management judgment is necessary to estimate 
future cash flows. Accordingly, actual results could vary signifi¬ 
cantly from such estimates. 

impairment of investments in unconsolidated affiliates 
and enterprise-level GOODWILL Our methodology for 
determining and measuring impairment of our investments in 
unconsolidated affiliates and enterprise-level goodwill is similar 
to the methodology we use for our restaurants except (a) the 
recognition test for an investment in an unconsolidated affiliate 
compares the carrying amount of our investment to a forecast 
of our share of the unconsolidated affiliate’s undiscounted cash 
flows including interest and taxes instead of undiscounted cash 
flows before interest and taxes used for our restaurants and 
(b) enterprise-level goodwill is generally evaluated at a country 
level instead of by individual restaurant. Also, we record impair¬ 
ment charges related to our investments in unconsolidated 
affiliates whenever other circumstances indicate that a 
decrease in the value of an investment has occurred which is 
other than temporary. 

h ec la ssim ca i io n * We have reclassified certain items in 
the accompanying Consolidated Financial Statements for prior 
periods to be comparable with the classification we adopted for 
the fiscal year ended December 26,1998. These reclassifications 
had no effect on previously reported net losses. 
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Unexercised employee stock options to purchase approximately 
1 million shares of our Common Stock for the year ended 
December 26, 1998 were not included in the computation of 
diluted EPS because their exercise prices were greater than the 
average market price of our Common Stock during the year. 

We have omitted EPS data for the years ended December 27, 
1997 and December 28,1996 since we were not an independent, 
publicly owned company with a capital structure of our own dur¬ 
ing those years. 
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fOURTH QU ARTIER CHARGE 

Our 1997 fourth quarter charge of $530 million ($425 million 
after-tax) represented actions taken to refocus our business. The 
charge included estimates for (1) costs of closing underper¬ 
forming stores during 1998, primarily at Pizza Hut and 
internationally; (2) reduction to fair market value, less costs to 
sell, of the carrying amounts of certain restaurants we intended 
to refranchise in 1998; (3) impairment of certain restaurants 
intended to be used in the business; (4) impairment of certain 
joint venture investments to be retained; and (5) costs of related 
personnel reductions. The 1997 fourth quarter charge included 
liabilities of approximately $129 million and asset writedowns of 
approximately $401 million. The liabilities consisted primarily 
of occupancy-related costs and, to a much lesser extent, 


severance. The components of the 1997 fourth quarter charge 
are detailed below: 
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$ 141 

$ 72 

$ 213 

77 

59 

136 

12 

49 

61 

230 

180 

410 


79 

79 

18 

23 

41 

18 

102 

120 

$ 248 

$ 282 

$ 530 

$ 176 

$ 249 

$ 425 


In 1998, favorable adjustments of $54 million ($33 million after¬ 
tax) and $11 million ($7 million after-tax) were included in facility 
actions net gain and unusual charges, respectively. These adjust¬ 
ments primarily relate to decisions to retain certain stores 
originally expected to be disposed of, better-than-expected pro¬ 
ceeds from refranchisings and lease settlements with certain 
lessors related to stores closed. 


(FACILITY ACTIONS NET (GAIN] LOSS 
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Facility actions net (gain) loss consists of three components: 

* Gains and losses on sales of our restaurants to new and exist¬ 
ing franchisees, 

* Costs of closing our underperforming stores and 

* Impairment charges both for restaurants we intend to continue 
to use in the business and, since April 23, 1998, restaurants we 
intend to close beyond the quarter in which the closure decision 
is made. 














The components of facility actions net (gain) loss for 1998, 1997 and 1996 were as follows: 
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Refranchising gains” 1 


$ (275) 

S (2401 

$ (67) 

$(144) 

$(134) 

Store closure costs 
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27 
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13 

45 

Impairment charges 


20 

38 

59 

47 

54 

Facility actions net (gain) 
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International 

Refranchising gains'™ 1 


w 


(45) 

(104) 

(5) 

Store closure costs, net 
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2 

94 

22 

(5) 

Impairment charges 


3 

z 

52 

3 

8 

Facility actions net (gain) loss 


(19) 

(27) 

101 

(79) 

(2) 

Worldwide 

Refranchising gains 
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Lrore closure costs 
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Facility actions net (gain) loss 
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In executing our refranchising initiatives, we most often offer 
groups of restaurants. As discussed in Note 2, we only consider 
the underlying stores “held for disposal” where a group of stores 
is expected to be sold at a loss. 

The following table displays a summary of the 1998 activity 
related to stores closed or held for closure and stores refran¬ 
chised or held for refranchising. We believe that the remaining 
carrying amounts for facility actions are adequate to complete 
our current plan of disposal. 
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The carrying value of assets held for disposal (which include 
stores, a minority interest investment in a non-core business and 
our idle processing facility in Wichita, Kansas) by reportable oper¬ 
ating segment as of December 26,1998 and December 27,1997 
were as follows: 
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i ■ jtionaj 

46 

93 

Total 

$ 157 

$ 242 


We anticipate that all assets with the possible exception of the 
Wichita facility will be sold within the next twelve months. 


The results of operations for stores held for disposal or disposed 
of in 1998 and 1997 were as follows: 
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actions that were not taken, primarily severance; (4) writedown to 
estimated fair market value less costs to sell of our minority 
interest in a privately held non-core business, previously carried 
at cost, now held for sale; and (5) reversals of certain valuation 
allowances and lease liabilities relating to better-than-expected 
proceeds from the sale of properties and settlement of lease 
liabilities associated with properties retained upon the sale of a 
Non-core Business. 

Unusual charges in 1997 included: (1) $120 million ($125 million 
after-tax) of unusual asset impairment and severance charges 
included in our 1997 fourth quarter charge described above; 
(2) charges to further reduce the carrying amounts of the Non¬ 
core Businesses held for disposal to estimated market value, less 
costs to sell; and (3) charges relating to the estimated costs of 
settlement of certain wage and hour litigation and the associated 
defense and other costs incurred. 

Unusual charges in 1996 resulted from our decision to dispose of 
our Non-core Businesses. The charge represented the reduction 
of the carrying amounts of the Non-core Businesses to estimated 
fair market value, less costs to sell. The estimated fair market 
value was initially determined by using estimated selling prices 
based upon the opinion of an investment banking firm retained 
to assist in the selling activity. 


We expect that the loss of restaurant margin from the disposal 
of these stores will be mitigated by the increased royalty fees for 
stores refranchised, lower general and administrative expenses 
and reduced interest costs primarily resulting from the reduction 
of debt by the after-tax cash proceeds from our refranchising 
activities. The margin reported above includes the benefit from 
the suspension of depreciation and amortization of approximately 
$37 million ($23 million in the U.S. and $14 million in International) 
and $17 million in the U.S. in 1998 and 1997, respectively, on 
assets held for disposal. 


UNUSUAL CHARGES 
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Our franchise and certain license arrangements for our traditional 
and non-traditional points of distribution, respectively, provide for 
initial fees. The agreements also require the franchisee or licensee 
to pay continuing fees based upon a percentage of sales. Initial 
franchise fees from refranchising activities arise from an initiative 
we adopted in late 1994 to reduce our percentage ownership of 
total system units by selling our stores to new and existing fran¬ 
chisees. We include initial franchise fees from refranchising 
activities as part of refranchising gains. 
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23 

45 

21 

Unusual charges in 

1998 included: (1) an increase in the esti- 

>nlir-i i ! fees 

593 

528 

473 

mated costs of settlement of certain wage and hour litigation and 


$ 616 

$ 573 

$ 494 


associated defense and other costs incurred; (2) severance and 
other exit costs related to strategic decisions to streamline the 
infrastructure of our international businesses; (3) favorable adjust¬ 
ments to our 1997 fourth quarter charge related to anticipated 


Initial fees in 1997 include $24 million of special KFC 
renewal fees. 
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1938 

1997 

Land 

S 

707 

$ 834 

Buildings and improvements 


2,661 

3,163 

Capita! leases, primarily buildings 


124 

152 

Machinery and equipment 


1 r 796 

2,040 



5.467 

6,189 

Ac emulated depreciation and amortization 


(2.491) 

(2,720) 

Valuation allowances 


(100) 

(208) 


$ 2,690 

$ 3,261 









1997 

Reacquired franchise rights 


$418 

S 544 

Trademarks and other identifiable intangibles 


123 

132 

Goodwill 


110 

136 



5 851 

$ 812 





We have subtracted accumulated amortization of $473 million 
and $508 million and valuation allowances of $18 million and 
$66 million at year-end 1998 and 1997, respectively, in determin¬ 
ing +h 0 ahAwo amount^. 
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Short-term Borrowings 



Current maturities of long-term debt 

S 46 

$ 19 

Other 
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105 


$ m 

$ 124 

Long-term Debt 



Senior unsecured Term Loan Facility, 



one C> -teber 2002 

$ 926 

$ 1,968 

Senior, unsecured Revolving Credit Facility, 



expires October 2002 

1.015 

2,435 

Senior, Unsecured Notes, 



due May 2035 (745%.) 

352 

— 

Senior, Unsecured Notes, 



due May 2008 (7,65%} 

251 

— 

Capital laasa oligations (see Note 10) 

117 

140 

Other, due through 2010 (5% - 12%) 

21 

27 


3.482 

4,570 

.css current maturities qf long-term debt 

(46) 

(19) 


$3,436 

$ 4,551 


We have included any related discount or premium in the carry¬ 
ing amount of iong-ierm aebi. 
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1998 

1*7 

A* ounts payable 

$ 476 

$ 453 

Accrued c inpensation and benefits 

mo 

297 

Other accrued taxes 

98 

103 

Other current liabilities 

399 

410 


Si .233 

$ 1,263 



On October 2, 1997, we entered into a $5.25 billion bank credit 
agreement comprised of a $2 billion senior, unsecured Term Loan 
Facility and a $3.25 billion senior, unsecured Revolving Credit 
Facility (collectively referred to as the “Facilities”) which mature 
on October 2, 2002. Our principal U.S. Subsidiaries have guar¬ 
anteed the Facilities. Amounts borrowed under the Term Loan 
Facility that we repay may not be reborrowed. 

We used $4.5 billion of the initial $4.55 billion borrowed under the 
Facilities to make a Spin-off related payment to PepsiCo. We 
used the remaining $50 million of the proceeds to provide cash 
collateral securing certain obligations previously secured by 
PepsiCo, to pay fees and expenses related to the Spin-off and 
establishment of the Facilities and for general corporate pur¬ 
poses. Interest on amounts borrowed is payable at least quarterly 
at rates which are variable, based principally on the London 
Interbank Offered Rate (“LIBOR") plus a variable margin factor as 
defined in the credit agreement. At December 26, 1998, the 
weighted average interest rate on our variable rate debt was 
6 . 2 %, which includes the effects of associated interest rate 
swaps and collars. See Note 11 for a discussion of our use of 
interest rate swaps, our management of inherent credit risk and 
fair value information related to debt and interest rate swaps. 

At December 26, 1998, we had unused borrowings available 
under the Revolving Credit Facility of $1.3 billion, net of out¬ 
standing letters of credit of $173 million. Once we have repaid 























the Term Loan in full, mandatory prepayments may be required 
of the Revolving Credit Facility which would reduce the amount 
available. Absent this circumstance, under the terms of the 
Revolving Credit Facility, we may borrow up to $3.25 billion less 
outstanding letters of credit until maturity. We pay a facility fee 
on the Revolving Credit Facility. The variable margin factor and 
facility fee rate is determined based on the more favorable of our 
leverage ratio or third-party senior debt ratings as defined in the 
agreement. Facility fees accrued at December 26, 1998 were 
$1.7 million. 

The Facilities are subject to various covenants including finan¬ 
cial covenants relating to maintenance of specific leverage and 
fixed charge coverage ratios. In addition, the Facilities contain 
affirmative and negative covenants including, among other 
things, limitations on certain additional indebtedness including 
guarantees of indebtedness, cash dividends, aggregate non-U.S. 
investment and certain other transactions, as defined in the 
agreement. Since October 6, 1997, we have complied with all 
covenants governing the Facilities. The Facilities contain manda¬ 
tory prepayment terms for certain capital market transactions and 
refranchising of restaurants as defined in the agreement. 

In 1997 we filed with the Securities and Exchange Commission a 
shelf registration statement with respect to offerings of up to 
$2 billion of senior unsecured debt. In May 1998, we issued 
$350 million 7.45% Unsecured Notes due May 15, 2005 and 
$250 million 7.65% Unsecured Notes due May 15, 2008 (collec¬ 
tively referred to as the “Notes”). We used the proceeds, net of 
issuance costs, to reduce existing borrowings under the Facilities. 
We carry the Notes net of related discounts, which are being 
amortized over the life of the Notes. The unamortized discount for 
both issues was approximately $1.1 million at December 26, 1998 
and the amortization during 1998 was not significant. Interest is 
payable May 15 and November 15 and commenced on 
November 15, 1998. In anticipation of the issuance of the Notes, 
we entered into $600 million in treasury locks (the “Locks”) to 
reduce interest rate sensitivity in pricing of the Notes. Concurrent 
with the issuance of the Notes, the Locks were settled at a gain, 
which is being amortized to interest expense over the life of the 
Notes. The effective interest rate on the 2005 Notes and the 2008 
Notes is 7.6% and 7.8%, respectively. 

Interest expense on the short-term borrowings and long-term 
debt was $291 million, $290 million and $310 million in 1998, 
1997 and 1996, respectively. Interest expense in 1997 and 1996 
included the PepsiCo interest allocation of $188 million and 
$275 million, respectively. 

The annual maturities of long-term debt through 2003, excluding 
capital lease obligations, are 1999 — $34 million; 2000 — $4 mil¬ 
lion; 2001 — $2 million; 2002 — $2.72 billion; 2003 — $1 million; 
and $604 million thereafter. 


We have non-cancelable commitments under both capital and 
long-term operating leases, primarily for our restaurants. Capital 
and operating lease commitments expire at various dates 
through 2087 and, in many cases, provide for rent escalations 
and renewal options. Most leases require us to pay related 
executory costs, which include property taxes, maintenance and 
insurance. 

Future minimum commitments and sublease receivables under 


non-cancelable leases are set forth below: 
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$227 

$1,578 

$ 22 

$ 97 


At year-end 1998, the present value of minimum payments under 
capital leases was $117 million, after deducting $110 million rep¬ 
resenting imputed interest. 


The details of rental expense and income are set forth below: 
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$333 
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$ 18 
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$ 16 

Contingent rentals are based on sales levels in excess of stipu- 


lated amounts contained in the lease agreements. 

DERIVATIVE INSTRUMENTS- 

Our policy prohibits the use of derivative instruments for trading 
purposes, and we have procedures in place to monitor and con¬ 
trol their use. As of December 26, 1998, our use of derivative 
instruments was limited to interest rate swaps and collars entered 
into with financial institutions and commodity futures contracts 
traded on national exchanges. 











We enter into interest rate swaps and collars with the objective 
of reducing our exposure to interest rate risk. During 1998 and 
1997 we entered into interest rate swaps to effectively convert a 
portion of our variable rate bank debt to fixed rate. Reset dates 
and the floating rate indices on the swaps match those of the 
underlying bank debt. Accordingly, any market risk or opportunity 
associated with swaps is offset by the opposite market impact on 
the related debt. At December 26, 1998, we had outstanding 
interest rate swaps with notional amounts of $1.2 billion. Under 
the contracts, we agree with other parties to exchange, at spec¬ 
ified intervals, the difference between variable rate and fixed rate 
amounts calculated on a notional principal amount. At December 
26, 1998, our average pay rate was 5.9%. Our payables under 
the related swaps aggregated $1.6 million at December 26,1998. 
The swaps mature at various dates through 2001. 

During 1998, we entered into interest rate collars to reduce inter¬ 
est rate sensitivity on a portion of our variable rate bank debt. 
Interest rate collars effectively lock in a range of interest rates by 
establishing a cap and floor. Reset dates and the floating index 
on the collars match those of the underlying bank debt. If inter¬ 
est rates remain within the collared cap and floor, no payments 
are made. If rates rise above the cap level, we receive a payment. 
If rates fall below the floor level, we make a payment. At 
December 26,1998, we had outstanding interest rate collars with 
notional amounts of $700 million. Under the contracts, we agree 
with other parties to exchange, as required, the difference 
between the effective LIBOR rate and the cap or floor rate if the 
effective LIBOR rates fall outside the collared range. At December 
26, 1998, our average pay rate on collars was 5.4?^. Ou r 
payables under the related collars were immaterial and there 
were no related receivables at December 26, 1998. The collars 
mature at various dates through 1999. 

Our credit risk from the swap and collar agreements is dependent 
both on the movement in interest rates and possibility of non¬ 
payment by counterparties. We mitigate credit risk by entering 
into these agreements with high-quality counterparties, netting 
swap payments within contracts and limiting payments associ¬ 
ated with the collars to differences outside the collared range. 

Open commodity futures contracts and deferred gains and 
losses at year-end 1998 and 1997, as well as gains and losses 
recognized as part of cost of sales in 1998,1997 and 1996, were 
not significant. 


FA I ft VALUE 

Excluding the financial instruments included in the table below, 
the carrying amounts of our financial instruments approximate 
fair value. 


The carrying amounts and fair values of TRICON’s financial 
instruments are as follows: 
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2 

Debt, excluding 

capital leases 

$3,417 

$3,448 

$4,535 

$ 4,538 

Guarantees 

s — 

$ 24 

$ - 

S 18 


We estimated the fair value of debt, debt-related derivative instru¬ 
ments and guarantees using market quotes and calculations 
based on market rates. See Note 18 for recently issued account¬ 
ing pronouncements relating to financial instruments. 
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We sponsor noncontributory defined benefit pension plans cov¬ 
ering substantially ail full-time U.S. salaried employees and 
certain hourly employees and noncontributory defined benefit 
pension plans covering certain international employees. In addi¬ 
tion, we provide postretirement health care benefits to eligible 
retired employees and their dependents, principally in the U.S. 
Salaried retirees who have 10 years of service and attain age 55 
are eligible to participate in the postretirement benefit plans; since 
1994, these plans have included retiree cost sharing provisions. 
Prior to the Spin-off, PepsiCo covered the participants with plans 
that had similar benefits. Under an agreement with PepsiCo, we 
have assumed or retained pension liabilities related to substan¬ 
tially all of our participants. Assets of the PepsiCo plans have 
been allocated and transferred in accordance with regulatory 
rules between the PepsiCo plans and our plans. We base bene¬ 
fits generally on years of service and compensation or stated 
amounts for each year of service. 


So 










■ft 

Bo-etuii 



1096 

IDQ7 

1W5 

1 V 

Change in benefit obligation 

1 i' ■. -d ,'h^j il' ■ i -il begrr :• .ini • of year 


$ 210 

$ 35 

$ 31 

S^ivi m ( t 

21 

18 

2 

2 

Inti .rest <™t 

20 

17 

3 

2 

Gurtailmnnr ijciii i 

— 

— 

(9 

— 

Special ler rnirv:5f+:v benefits 

1 

1 

1 

— 

• ter ;,ts ._*■ d expen ,■ -s pni j 

(13) 

01) 

m 

(1) 

A'i- larial tes (gain! 

— 

51 

m 

4 

Bf f <k«1 b 'i’Jjr .1 It. i : if yr , 

315 

286 

35 

38 

Change in plan assets 





Fair v. je cit plan ass l at t in ng of yes/ 

270 

224 

— 

— 

A' ' nl return n plan p T ;:-;+d. r H 

t 

57 

— 

— 

E si ryer . ir jn ■„ 

1 

1 

— 

— 

Benefits paid 

mi 

(10) 

— 

— 

Adn ■nisliutfve ■ -xpori ^ 

m 

(2) 

— 

— 

Fair vak^ o- pi-sn asswts il r ad f year 


270 

— 

— 

Reconciliation of funded status 





Funded status 

m 

(16) 

(36) 

(38) 

Unreo ignized actuarial lass (gain) 

ii 

(6) 

(2) 

— 

Unn;coani^:d transition asset 

— 

(2) 

— 

— 

Uni- ^ Oo j |>r. :r Sbrv:- cl3 

2 

3 

(4) 

(6) 

Net amount rec is n v-d at year nr -j 

$ m 

$ (21) 

S (44) 

$(44) 

Amounts recognized in the statement of financial 

position consist of: 





Pi a id ndr t 

s - 

S 1 

* — 

S — 

Accrued bGr ...fit liability 

(46) 

(22) 

(44) 

(44) 

A: :-yur dated oth^ r mpr - jm income 

3 

— 

— 

— 

Nr 1 amount tbcc. rgnir-ji! ; L yO£tf- ■ i 

$ (43) 

$ (21) 

S (44) 

$(44) 

Othei ;i Mf .j : ;;:i r/nsivc ii>. > i . ..ttnu^taLP to 





Change in ac Jitional minimum liability r jg; jun 

$ 3 

$ (4) 



Additional year-end information for pension plans 
with benefit obligations in excess of plan assets: 
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Additional year-end information for pension plans 

with accumulated benefit obligations in excess of plan assets: 
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We have assumed the annual increase in cost of post retirement 
medical benefits was 6.5% in 1998 and will be 6.5% in 1999. We 
are assuming the rate will decrease 0.5% for 2000 and 2001, 
reaching an ultimate rate of 5.5% in the year 2001 and remain at 
that level thereafter. We implemented a cap on our medical 
liability for certain retirees, which is expected to be reached 
between the years 2001-2004; at that point our cost wiii 
not increase. 

Assumed health care cost trend rates have a significant effect on 
the amounts reported for our postretirement health care plans. 
The effects of a one percentage point increase or decrease in the 
assumed health care cost trend rates on postretirement benefit 
obligations are $1.4 million and $1.3 million, respectively. The 
effects of a one percentage point increase or decrease in the 
assumed health care cost trend rates on total service and inter¬ 
est cost components are not significant. 

Accounting for pensions requires us to develop an assumed 
interest rate on securities with which the pension liabilities could 
be effectively settled. In estimating this discount rate, we look at 
rates of return on high-quality corporate fixed income securities 
currently available and expected to be available during the period 
to maturity of the pension benefits. As it is impractical to find an 
investment portfolio which exactly matches the estimated pay¬ 
ment stream of the pension benefits, we often have projected 
short-term cash surpluses. In 1998, we changed the method for 
determining our pension and postretirement medical benefit dis¬ 
count rate to better reflect the assumed investment strategies we 
would most likely use to invest any short-term cash surpluses. 
Previously, we assumed that all short-term cash surpluses would 
be invested in U.S. government securities. Our new methodol¬ 
ogy assumes that our investment strategies would be equally 
divided between U.S. government securities and high-quality 
corporate fixed income securities. Our new methodology resulted 
in a reduction of approximately $24 million in our 1998 accumu¬ 
lated benefit obligation as compared to the previous method. Our 
change in methodology had no effect on our 1998 net income. 


At year-end 1998, we had three stock option plans in effect; the 
1997 I ong-Term Incentive Plan ("LTIP"V the TRICON Global 
Restaurants, Inc. Restaurant General Manager Stock Option Plan 
(“YUMBUCKS") and the TRICON Global Restaurants, Inc. 
SharePower Plan (“SharePower”). We may grant options to pur¬ 
chase up to 22.5 million shares of stock under the LTIP at a price 
equal to or greater than the average market price of the stock on 
the date of grant. New options we grant can have varying vest¬ 
ing provisions and exercise periods. Options granted vest in 
periods ranging from immediate to 2006 and expire ten to four¬ 
teen years after grant. Potential awards to employees and 
non-employee directors under the LTIP include stock options, 
performance restricted stock units, incentive stock options, stock 
appreciation rights and restricted stock. We have issued only 
stock options and performance restricted stock units under the 
LTIP We may grant options to purchase up to 7.5 million shares 
of stock under YUMBUCKS at a price equal to or greater than the 
average market price of the stock on the date of grant. 
YUMBUCKS options granted have a four year vesting period and 
expire ten years after grant. We do not anticipate that any further 
grants will be made pursuant to the SharePower plan although 
options previously granted could be outstanding through 2006. 

At the Spin-off Date, we converted certain of the unvested 
options to purchase PepsiCo stock that were held by our 
employees to TRICON stock options under either the LTIP or the 
SharePower plan. We converted the options at amounts and 
exercise prices that maintained the amount of unrealized stock 
appreciation that existed immediately prior to the Spin-off. The 
vesting dates and exercise periods of the options were not 
affected by the conversion. Based on their original PepsiCo grant 
date, our converted options vest in periods ranging from one to 
ten years and expire ten to fifteen years after grant. 









Had we determined compensation cost for all TRICON option 
grants to employees and non-employee directors consistent with 
SFAS 123, our net income (loss) and basic and diluted earnings 
per Common Share would have been reduced (increased) to the 
pro forma amounts indicated below: 


A summary of the status of all options granted to employees 
and non-employee directors as of December 26, 1998 and 
December 27, 1997, and changes during the years then ended is 
presented below: 

December 1908 
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SFAS 123 pro forma loss per Common Share data for 1997 is not 
meaningful as we were not an independent, publicly owned com¬ 
pany prior to the Spin-off. 

The effects of applying SFAS 123 in the pro forma disclosures are 
not likely to be representative of the effects on pro forma net 
income for future years because variables such as the number of 
option grants, exercises and stock price volatility included in the 
disclosures may not be indicative of future activity. 

We estimated the fair value of each option grant made during 
1998 and 1997 subsequent to the Spin-off as of the date of grant 
using the Black-Scholes option pricing model with the following 
weighted average assumptions: 
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The following table summarizes information about stock options 
outstanding and exercisable at December 26, 1998: 
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In November 1997, we granted two awards of performance 
restricted stock units of TRICON’s Common Stock to our 
Vice Chairman/President. The awards were made under the LTIP 
and may be paid in Common Stock of TRICON or cash at the 
discretion of the Board of Directors. Payments of the awards 
of $2.7 million and $3.6 million are contingent upon the 
Vice Chairman/President’s continued employment through 
January 25, 2001 and 2006, respectively, and our attainment of 





















certain pre-established earnings thresholds, as defined. We 
expense these awards over the performance periods stipulated 
above; the amount included in earnings in 1998 and 1997 was 
$1.3 million and $150,000, respectively. 


• <?-Her 

We sponsor a contributory plan to provide retirement benefits 
under the provision of Section 401 (k) of the Internal Revenue 
Code (“401 (k) Plan”) for eligible full-time U.S. salaried and cer¬ 
tain hourly employees. Participants may elect to contribute up to 
15% of their eligible compensation on a pretax basis. We are not 
required to make contributions to the Plan. In 1998, a Stock 
Ownership Program (“YUMSOP”) was added to the TRICON 
Common Stock investment option. Under YUMSOP, we make a 
partial discretionary match of each participant's contribution to 
the TRICON Common Stock Fund. We determine our percent¬ 
age match at the beginning of each year based on the immediate 
prior year performance of our Core Businesses. 

In addition, we sponsor two deferred compensation benefit pro¬ 
grams, the Executive Income Deferral Program and the 
Restaurant Deferred Compensation Plan (the “EID Plan” and the 
“RDC Plan”) for eligible employees and non-employee directors. 
These plans allow participants to defer receipt of all or a portion 
of their annual salary and incentive compensation. As defined by 
the benefit programs, we credit the amounts deferred with earn¬ 
ings based on certain investment options selected by the 
participants. We expense the earnings amounts as incurred. Our 
obligations under these programs as of year-end 1998 and 1997 
were $70 million and $37 million, respectively. 

In late 1997; we introduced a new investment option for both 
benefit programs allowing participants to defer certain incentive 
compensation into the purchase of phantom shares of our 
Common Stock at a 25% discount from the average market 
price at the date of deferral. Participants bear the risk of 
forfeiture of both the discount and any amounts deferred if they 
voluntarily separate from employment during the two year 
vesting period. We expense the intrinsic value of the discount 
over the vesting period. 

We will phase in certain structural changes to the EID Plan dur¬ 
ing 1999 and 2000. These changes include limiting phantom 
investment options, primarily to our Common Stock, and requir¬ 
ing the distribution of investments in the TRICON Common Stock 
option to be paid in shares of our Common Stock. Due to these 
structural changes, in 1998 we agreed to pay a one time premium 
on January 1, 2000 to participants with an account balance as of 
December 31,1999. The premium payment will equal 10% of the 


participant's account balance, excluding investments in discount 
stock option and 1999 deferrals, as of the date specified by the 
EID Plan. 

During 1998, RDC participants also became eligible to purchase 
phantom shares of our Common Stock under YUMSOP as 
defined above. 

We expensed $22 million, including the estimated premium pay¬ 
ment for the EID Plan, for 1998 and insignificant amounts for 
1997 and 1996 for these programs. 
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On July 21,1998, our Board of Directors declared a dividend dis¬ 
tribution of one right for each share of Common Stock 
outstanding as of August 3,1998 (the “Record Date”). Each right 
initially entitles the registered holder to purchase a unit consist¬ 
ing of one one-thousandth of a share (a “Unit”) of Series A Junior 
Participating Preferred Stock, without par value, at a purchase 
price of $130 per Unit, subject to adjustment. The rights, which 
do not have voting rights, will become exercisable for our 
Common Stock ten business days following a public announce¬ 
ment that a person or group has acquired, or has commenced 
or intends to commence a tender offer for, 15% or more, or 20% 
or more if such person or group owned 10% or more on the 
adoption date of this plan, of our Common Stock. In the event 
the rights become exercisable for Common Stock, each right will 
entitle its holder (other than the Acquiring Person as defined in 
the Agreement) to purchase, at the right’s then-current exercise 
price, TRICON Common Stock having a value of twice the exer¬ 
cise price of the right. In the event the rights become exercisable 
for Common Stock and thereafter we are acquired in a merger 
or other business combination, each right will entitle its holder to 
purchase, at the right’s then-current exercise price, common 
stock of the acquiring company having a value of twice the exer¬ 
cise price of the right. 


We can redeem the rights in their entirety, prior to becoming 
exercisable, at $0.01 per right under certain specified conditions. 
The rights expire on July 21, 2008, unless we extend that date 
or we have earlier redeemed or exchanged the rights as pro¬ 
vided in the Agreement. 


This description of the rights is qualified in its entirety by 
reference to the Rights Agreement between TRICON and 
BankBoston, N.A., as Rights Agent, dated as of July 21, 1998 
(including the exhibits thereto). 


W 
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The details of our income tax provision are set forth below: 




198G 

109" 

1996 

Current ■ 

Federal 

$231 

$ 106 

$ 154 


Foreign 

$5 

77 

93 


State 

22 

31 

28 




214 

275 

Deferred: 

Federal 

(2) 

(66) 

(127) 


Foreign 

10 

(59) 

(5) 


State 

(6) 

(13) 

(18) 



3 

(138) 

(150) 



S 311 

$ 76 

$ 125 


Our U.S. and foreign income (loss) before income taxes are set 
forth below: 



1S&8 

i *u:' t ygn 

U.S. 

$542 

$ 13 $(21) 

Foreign 

214 

(48) 93 


$756 

$ (35) $ 72 


Our reconciliation of income taxes calculated at the U.S. Federal 
tax statutory rate to our income tax provision is set forth below: 



ins 

1997 

1996 

income taxes computed 

at the U.S. Federal 

statutory rate of 35% 

£ 265 

$(12) 

$ 25 

State income tax, net of 

Federal tax benefit 

32 

20 

7 

Foreign and U.S tax effects 

attributable to foreign operations 

31 

24 

49 

Effect of unusual charges 

(5) 

79 

28 

Effect of the New Zealand IPO 

— 

(41) — 

Favorable adjustments 

relating to prior years 

021 

(3) 

(D 

Nondeducti: tie amortization 

of U.S. gcxdwill 

9 

6 

9 

Federal tax credits 

W 

(2) 

(2) 

Other, net 

15 

5 

10 

Income tax provision 

$311 

$ 76 

$125 


Effective irv> .me tax rate 41.1 % 


The details of our 1998 and 1997 deferred tax liabilities (assets) 
are set forth below: 



1&96 


Intangible assets and pnpgcty, 



plant and equipment 

$ 243 

$ 253 

Other 

8 

5 

Gross deferred tax liabilities 

$ 251 

$ 258 

Net operating loss and 



tax credit c_ ryforwards 

$(107) 

$ (89) 

Employee benefits 

(SSI 

(48) 

Seif-insured casualty claims 

(40) 

(57) 

Stores f* id for diaposi 1 

(62) 

(105) 

Various liabilities and other 

(183) 

(141) 

Gross deferred tax assets 

(456) 

(440) 

Deferred tax assets 



vgiuati n allowance 

133 

111 

Net deferred tax assets 

(323) 

(329) 

Net deferred tax 



(asset) liability 

S (72} 

$ (71) 

Included in: 



Prepaid expenses. 



deferred income taxes 



and other current assets 

$(137) 

$ (92) 

Other assets 

— 

(12) 

Deferred income taxes 


33 


$ m 

$ (71) 


Our valuation allowance related to deferred tax assets increased 
by $22 million in 1998 primarily due to additions related to cur¬ 
rent year operating losses and temporary differences in a number 
of foreign and state jurisdictions. 

A determination of the unrecognized deferred tax liability for 
temporary differences related to our investments in foreign sub¬ 
sidiaries and foreign corporate joint ventures that are essentially 
permanent in duration is not practicable. 

We have available net operating loss carryforwards totaling 
$625 million at year-end 1998 to reduce future tax of TRICON 
and certain subsidiaries. The carryforwards are related to a num¬ 
ber of foreign and state jurisdictions. Of these carryforwards, 
$37 million expire in 1999 and $554 million expire at various times 
between 2000 and 2013. The remaining $34 million of carryfor¬ 
wards do not expire. 


(217.1)% 173.6% 
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We are engaged principally in developing, operating, franchising and licensing the worldwide KFC, Pizza Hut and Taco Bell concepts. 
We also previously operated the Non-core Businesses, all of which were sold in 1997 prior to the Spin-off. 

KFC, Pizza Hut and Taco Bell operate throughout the U.S. and in 80, 88 and 12 countries and territories outside the U.S., respectively. 
Principal international markets include Australia, Canada, China, Japan, Mexico, Puerto Rico and the U.K, At year-end 1998, we had 
12 investments in unconsolidated affiliates outside the U.S. which operate KFC and/or Pizza Hut restaurants, the most significant of 
which are corporate joint ventures located in Japan, the U.K. and China. 

We identify our operating segments based on management responsibility within the U.S. and International. For purposes of applying 
SFAS 131, we consider our U.S. Core Businesses to be similar and have aggregated them into a single reportable operating segment. 
Other than the U.S., no individual country represented 10% or more of our total revenues, profits or assets. 


Revenues 



19W 

1997 


United States 

$ 6,428 

S 7,365 

$ 7,924 

International 

2,040 

2,320 

2,308 


$ 8,468 

$ 9,685 

$10,232 

Operating Prof it, interest Expense, Net 
and Income Before Income Taxes 


1998 

m? 

1 $90 

United States 

$ 740 

$ 603 w 

$ 505 ;,) 

International 

191 

172 

155 

Facility actions net gain (loss)"- 1 

275 

(247) 

37 

Unusual charges !c) 

m 

(184) 

(246) 

ru[L.'ign exchange gain (loss) 

Unallocated and 

a- 

u 

f-t Cl 

V 

fC\ 

rev 

corporate expenses 

( 169 )* 

(87)w 

W 

Total Operating Profit 

1,028 

241 

372 

Interest expense, net 

272 

276« 

300 (e) 

Income (loss) before income taxes 

$ 75$ 

$ (35) 

$ 72 


Identifiable Assets 



1990 

1997 


United States 

$2,942 

$ 3,388 

$ 4,566 

International' 11 

1,447 

1,479 

1,954 

Corporate* 

142 

247 

— 


$4,531 

$5,114 

$ 6,520 


Depreciation and Amortization 



IMS 

1997 



United States 

$ 300 

$ 388 

$ 

472 

International 

104 

143 


149 

Corporate 

13 

5 


— 


$ 417 

$ 536 

$ 

621 


Capital Spending 



1996 

1997 1UG& 

United States 

$ 305 

$ 381 $ 462 

International 

150 

157 158 

Corporate 

5 

3 — 


S 460 

$ 541 $ 620 


(a) Results from the !J ■ tod States in 1997 and 1996 included the Non-core Businesses disposed of in 1997 Excluding the unusual disposal charges, the Non-core Business- mributed the fclcwli ij' 



1997 

im 

Ftevetuas 

$ zbe 

$ 3t54 

Opt jriik': 3 profit (loss) 

13 

( 10 } 

Interest net 

3 

5 

IrtoJixTfc: >. ■-.•i ■ • income taxes 

10 

05) 


(b) Irviuck d oqufy incc of consolidated affiliates ci *1 8 million. $8 million and $7 mjllion in 1998. 1997 and 1996. respectively 

(c) Ste Note 4 t ■ a di ;us 30 n on-d breakout by rmXalEad: operating segment of facility actions net gpirt -fcss; • r : unusual ""■vjLre 

(cfj Corporate & i j unallocated expenses increased Iti 1996 primarily due to spending on Year 2000 com pitot tee and remedia.tr. efforts, costs to rokxlfljse our cflfit®r fr L r 

faciBeea and mpanges incurred as an independent, publicly owned company as well as additional expenses related to the efforts to improve and standardize our opnm f; ' j a rnirr." r ^ nn ■ 
l _anting systems. 

(e) Irxn'i rded amount' : located by PepsiCo prior to the Spin-off of $37 million and $63 million in 1997 and 1996, respectively, related to general and administrative e^punsea au.i $lUli mlki and 
3L 75 million in 199/ jjv.i 1995, respective v related to Interest expense. 

(fj .. .cycled investment in unconsolidated affiliates of $159 million, $143 million and $228 million for 1998, 1997 and 1996, . ; -otively 

i'gl included estneted cash, capitalized debt issuance costs, advances to our voluntary employees’ beneficiary association I rust, afisehold improvements in certain of our office ,,n.n-;u u-;J i --:k fk 
assets l>jJd for sale, 


See Note 4 for additional operating segment disclosures related to impairment, suspension of depreciation and amortization and the 
carrying amount of assets held for disposal. 

The 1997 and 1996 financial data we reported above are materially consistent with restaurant segment information previously reported 
by PepsiCo. We made adjustments to these amounts primarily to remove the impact of the restaurant distribution business previously 
included by PepsiCo in its restaurant segment, and to include the investment in and our equity income (loss) of unconsolidated affili¬ 
ates within the international segment. We made this change to align our reporting with the way we internally review and make decisions 
regarding our international business. 
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ACCOUNTING FOft THE COSTS OF COMPUTER 
SOFTWARE DEVELOPED OP OBTAINED FOR 
INTERNAL USE 

Statement of Position 98-1 (SOP 98-1), “Accounting for the 
Costs of Computer Software Developed or Obtained for Internal 
Use,” was issued in March 1998. SOP 98-1 identifies the char¬ 
acteristics of internal-use software and specifies that once the 
preliminary project stage is complete, certain external direct 
costs, certain direct internal payroll and payroll-related costs and 
interest costs incurred during the development of computer 
software for internal use should be capitalized and amortized. 
SOP 98-1 is effective for financial statements for fiscal years 
beginning after December 15, 1998 and must be applied to 
internal-use computer software costs incurred in those fiscal 
years for all projects, including those projects in progress upon 
initial application of this SOP. We currently expense all these 
costs as incurred. 


ACCOUNTING FQR DERIVATIVE INSTRUMENTS 
AND HEDGING ACTIVITIES 

In June 1998, the Financial Accounting Standards Board issued 
SFAS No. 133, “Accounting for Derivative Instruments and 
Hedging Activities” (“SFAS 133”). This Statement establishes 
accounting and reporting standards requiring that every deriva¬ 
tive instrument (including certain derivative instruments 
embedded in other contracts) be recorded in the balance sheet 
as either an asset or liability measured at its fair value. This 
Statement requires that changes in the derivative’s fair value be 
recognized currently in earnings unless specific hedge account¬ 
ing criteria are met. Special accounting for qualifying hedges 
allows a derivative’s gains and losses to offset the related 
change in fair value on the hedged item in the income statement, 
and requires that a company must formally document, desig¬ 
nate and assess the effectiveness of transactions that receive 
hedge accounting. 

SFAS 133 is effective for fiscal years beginning after June 15, 
1999. A company may also implement the Statement as of the 
beginning of any fiscal quarter after issuance (that is, fiscal quar¬ 
ters beginning June 16, 1998 and thereafter). SFAS 133 cannot 
be applied retroactively. When adopted, SFAS 133 must be 
applied to (a) derivative instruments and (b) certain derivative 
instruments embedded in hybrid contracts that were issued, 
acquired, or substantively modified after December 31, 1997 
(and, at the company's election, before January 1,1998). 

We have not yet quantified the effects of adopting SFAS 133 on 
our financial statements or determined the timing of or method of 
our adoption of SFAS 133. However, the Statement could increase 
volatility in our earnings and other comprehensive income. 
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RELAY rows HIP WITH PEPSICO AFTER SPIN OFF 

After the Spin-off, PepsiCo had no ownership interest in us. 
Immediately after the Spin-off, however, certain of our shares 
were held by the PepsiCo pension trust on behalf of PepsiCo 
employees. We entered into separation and other related agree¬ 
ments (the "Separation Agreement”), outlined below, governing 
the Spin-off transaction and our subsequent relationship with 
PepsiCo. These agreements provide certain indemnities to the 
parties, and provide for the allocation of tax and other assets, lia¬ 
bilities and obligations arising from periods prior to the Spin-off. 
In addition, prior to the Spin-off, our U.S. Core Businesses each 
entered into a multi-year agreement with Pepsi-Cola Company, 
a wholly owned subsidiary of PepsiCo, regarding the purchase 
of beverage products. Prior to the Spin-off and PepsiCo’s sale to 
Ameriserve of PFS, our primary U.S. food and supplies distrib¬ 
utor, our Core Businesses signed a multi-year distribution 
agreement with PFS. Neither contract is for quantities expected 
to exceed normal usage. 

The Separation Agreement provided for, among other things, our 
assumption of all liabilities relating to the restaurant businesses, 
inclusive of the Non-core Businesses, and our indemnification of 
PepsiCo with respect to these liabilities. We have included 
our best estimates of these liabilities in the accompanying 
Consolidated Financial Statements. Subsequent to Spin-off, 
claims have been made by certain Non-core Business franchisees 
and a purchaser of one of the businesses. We are disputing the 
validity of these claims; however, we believe that any settlement 
of these claims at amounts in excess of previously recorded lia¬ 
bilities is not likely to have a material adverse effect on our results 
of operations, financial condition or cash flows. 

In addition, we must pay a fee to PepsiCo for all letters of credit, 
guarantees and contingent liabilities relating to our businesses 
under which PepsiCo remains liable. This obligation ends at the 
time they are released, terminated or replaced by a qualified let¬ 
ter of credit covering the full amount of contingencies under the 
letters of credit, guarantees and contingent liabilities. Our fee 
payments to PepsiCo during 1998 were immaterial. We have also 
indemnified PepsiCo for any costs or losses it incurs with respect 
to these letters of credit, guarantees and contingent liabilities. 

Under the separation agreements, PepsiCo maintains full con¬ 
trol and absolute discretion with regard to any combined or 
consolidated tax filings for periods through the Spin-off Date. 
PepsiCo also maintains full control and absolute discretion 
regarding any common tax audit issues. Although 
PepsiCo has contractually agreed to, 
in good faith, use its best efforts to 
settle all joint interests in any com¬ 
mon audit issue on a basis consistent 
with prior practice, there can be no 
assurance that determinations made 
by PepsiCo would be the same as 
we would reach, acting on our own 
behalf. We have agreed to certain 
restrictions on future actions to help 



ensure that the Spin-off maintains its tax-free status. Our restric¬ 
tions include, among other things, limitations on our liquidation, 
merger or consolidation with another company, certain issuances 
and redemptions of our Common Stock, our granting of stock 
options and our sale, refranchising, distribution or other disposi¬ 
tion of assets. If we fail to abide by these restrictions or to obtain 
waivers from PepsiCo and, as a result, the Spin-off fails to qual¬ 
ify as a tax-free reorganization, we will be obligated to indemnify 
PepsiCo for any resulting tax liability which could be substantial. 
We have not been required to make any payments under these 
indemnities. Additionally, under the terms of the tax separation 
agreement, PepsiCo is entitled to the federal income tax benefits 
related to the exercise after the Spin-off of vested PepsiCo 
options held by our employees. 

OTHER COMMITMENTS AND CONTINGENCIES 

We were directly or indirectly contingently liable in the amounts 
of $327 million and $302 million at year-end 1998 and 1997, 
respectively, for certain lease assignments and guarantees. In 
connection with these contingent liabilities, after the Spin-off 
Date, we were required to maintain cash collateral balances at 
certain institutions of approximately $30 million, which is included 
in Other Assets in the accompanying Consolidated Balance 
Sheet. At year-end 1998, $261 million represented contingent lia¬ 
bilities to lessors as a result of assigning our interest in and 
obligations under real estate leases as a condition to the refran¬ 
chising of Company restaurants. The $261 million represented 
the present value of the minimum payments of the assigned 
leases, excluding any renewal option periods, discounted at our 
pre-tax cost of debt. On a nominal basis, the contingent liability 
resulting from the assigned leases was $385 million. The balance 
of the contingent liabilities primarily reflected guarantees to sup¬ 
port financial arrangements of certain unconsolidated affiliates 
and other restaurant franchisees. 

We are currently, and for a significant portion of the three years 
ended December 26, 1998, have been, effectively self-insured 
for most workers’ compensation, general liability and automobile 
liability losses, subject to per occurrence and aggregate annual 
liability limitations. During the first two quarters of 1997 prior to 
the Spin-off, we participated with PepsiCo in a guaranteed cost 
program for certain coverages. We are also effectively self-insured 
for health care claims for eligible participating employees subject 
to certain deductibles and limitations. We determine our liabilities 
for claims reported and for claims incurred but not reported based 
on information provided by independent actuaries. 

In July 1998, we entered into severance agreements with certain 
key executives which are triggered by a termination, under cer¬ 
tain conditions, of the executive following a change in control of 
the Company, as defined in the agreements. Once triggered, the 
affected executives would receive twice the amount of their 
annual base salary and their annual incentive in a lump sum, out¬ 
placement services and a tax gross-up for any excise taxes. The 
agreements expire December 31, 2000. Since the timing of any 
payments under these agreements cannot be anticipated, the 
amounts are not estimable. However, these payments, if made, 
could be substantial. In connection with the execution of these 
agreements, the Compensation Committee of our Board of 
Directors has authorized amendment of the deferred and incen¬ 


tive compensation plans and, following a change in control, an 
establishment of rabbi trusts which will be used to provide pay¬ 
outs under these deferred compensation plans following a 
change in control. 

We are subject to various claims and contingencies related to 
lawsuits, taxes, environmental and other matters arising out of 
the normal course of business. Like some other large retail 
employers, Pizza Hut and Taco Bell recently have been faced in 
a few states with allegations of purported class-wide wage and 
hour violations. 

On May 11,1998, a purported class action lawsuit against Pizza 
Hut, Inc., and one of its franchisees, PacPizza, LLC, entitled 
Aguardo, etai. v. Pizza Hut, Inc., etaJ. (“Aguardo"), was filed in the 
Superior Court of the State of California of the County of 
San Francisco. The lawsuit was filed by three former Pizza Hut 
restaurant general managers purporting to represent approxi¬ 
mately 1,300 current and former California restaurant general 
managers of Pizza Hut and PacPizza. The lawsuit alleges viola¬ 
tions of state wage and hour laws involving unpaid overtime 
wages and vacation pay and seeks an unspecified amount in 
damages. This lawsuit is in the early discovery phase. A trial date 
of October 28, 1999 has been set. 

On October 2, 1996, a class action lawsuit against Taco Bell 
Corp., entitled Mynaf, etal. v. Taco Bef( Corp. ("Mynaf’), was filed 
in the Superior Court of the State of California of the County of 
Santa Clara. The lawsuit was filed by two former restaurant gen¬ 
eral managers and two former assistant restaurant general 
managers purporting iu represent all current and former Taco Del! 
restaurant general managers and assistant restaurant general 
managers in California. The lawsuit alleges violations of California 
wage and hour laws involving unpaid overtime wages. The com¬ 
plaint also includes an unfair business practices claim. The four 
named plaintiffs claim individual damages ranging from $10,000 
to $100,000 each. On September 17 1998, the court certified a 
class of approximately 3,000 current and former assistant restau¬ 
rant general managers and restaurant general managers. Taco 
Bell petitioned the appellate court to review the trial court’s cer¬ 
tification order. The petition was denied on December 31, 1998. 
Taco Bell has filed a petition for review to the California Supreme 
Court which is currently pending. No trial date has been set. 

Plaintiffs in the Aguardo and Mynaf lawsuits seek damages, 
penalties and costs of litigation, including attorneys’ fees, and 
also seek declaratory and injunctive relief. We intend to vigor¬ 
ously defend these lawsuits. However, the outcome of these 
lawsuits cannot be predicted at this time. We believe that the 
ultimate liability, if any, arising from such claims or contingen¬ 
cies is not likely to have a material adverse effect on our annual 
results of operations, financial condition or cash flows. It is, how¬ 
ever, reasonably possible that any ultimate liability could be 
material to our year-over-year growth in earnings in the quarter 
and year recorded. 

On August 29, 1997 a class action lawsuit against Taco Bell 
Corp., entitled Bravo, etal. v. Taco Bell Corp. (“Bravo”), was filed 
in the Circuit Court of the State of Oregon of the County of 
Multnomah. The lawsuit was filed by two former Taco Bell shift 
managers purporting to represent approximately 16,000 current 
and former hourly employees statewide. The lawsuit alleges 


violations of state wage and hour laws, principally involving unpaid 
wages including overtime, and rest and meal period violations, 
and seeks an unspecified amount in damages. Under Oregon 
class action procedures, Taco Bell was allowed an opportunity to 
“cure” the unpaid wage and hour allegations by opening a claims 
process to all putative class members prior to certification of the 
class. In this cure process, Taco Bell has currently paid out less 
than $1 million. On January 26, 1999, the Court certified a class 
of all current and former shift managers and crew members who 
claim one or more of the alleged violations. 

On February 10, 1995, a class action lawsuit, entitled Ryder, etai. 
v. Taco Bell Corp. (“Ryder ”), was filed in the Superior Court of the 
State of Washington for King County on behalf of approximately 
16,000 current and former Taco Bell employees claiming unpaid 


wages resulting from alleged uniform, rest and meal period vio¬ 
lations and unpaid overtime. In April 1996, the Court certified the 
class for purposes of injunctive relief and a finding on the issue 
of liability. The trial was held during the first quarter of 1997 and 
resulted in a liability finding. In August 1997 the Court certified 
the class for purposes of damages as well. Prior to the damages 
phase of the trial, the parties reached a court-approved settle¬ 
ment process in April 1998. 

We have provided for the estimated costs of the Bravo and Ryder 
litigations, based on a projection of eligible claims, the cost of 
each eligible claim and the estimated legal fees incurred by plain¬ 
tiffs. We believe the ultimate cost of the Bravo and Ryder cases in 
excess of the amounts already provided will not be material to our 
annual results of operations, financial condition, or cash flows. 
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1 


Flfwt 

Second 

Third 

Fourth 


Quarter 

Quurtw* 

Quarter 

Quarter 

Total 


Revenues: 






Company sales 

% 1.790 

S 1,867 

$ 1 P 869 

S 2,336 

S7,e§£ 

Franchise and license fees 

132 

136 

148 

200 

616 

Total costs and expenses 

1,764 

1,741 

1J38 

2,207 

7,440 

Operating profit 

iea 

262 

379 

319 

1,028 

Net income 


112 

126 

161 

445 

Income per common share — diluted 

Operating profit (Joss) attributable to: 

.35 

.72 

82 

,95 

2,84 

Facility actions net gain 

29 

73 

54 

119 

275 

Unusual (charges) credits 

— 

— 

5 

m 

(15) 

Net income (loss) attributable to: 






Facility actions net gain 

16 

42 

34 

70 

162 

Unusual (charges) credits 


— 

3 

(6) 

m 




1997 




Fr^ 

Second 

ini i 

Rjurlh 



r y 

i. >, 

Q ttrlcr 

Quarter 

'..ml 

Revenues: 






Company sates 

$ 2,123 

$ 2,214 

$ 2,162 

S 2,613 

$9,112 

Fr inchisc and li :ensa Lmr 

114 

140 

138 

181 

573 

Tota costi arid expenses 

2,075 

2,122 

2,105 

3,142 

9,444 

Operating profit (loss) 

162 

232 

195 

(348) 

241 

Net Income (loss) 

52 

121 

79 

(363) 

(111) 

Loss per share — basic 

Operating profit (loss) attributable to: 

— 

— 

— 

(2.39) 

— 

Facility actions net gain (toss) 

12 

73 

51 

(383) 

(247) 

Unusual charges 

— 

(39) 

(15) 

(130) 

(184) 

Net income (loss) attributable to: 






Facility actions net gam (loss) 

6 

65 

43 

(277) 

(163) 

Unusual ‘ charges 

— 

(22) 

(12) 

(131) 

(165) 
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See Note 4 for details of facility actions net gain (loss) and unusual charges. 
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TO QUR SHflREHOLOfeRS; 


We are responsible for the preparation, integrity and fair presen¬ 
tation of the Consolidated Financial Statements, related notes 
and other information included in this annual report. The finan¬ 
cial statements were prepared in accordance with generally 
accepted accounting principles and include certain amounts 
based upon our estimates and assumptions, as required. Other 
financial information presented in the annual report is derived 
from the financial statements. 


We maintain a system of internal control over financial report¬ 
ing, designed to provide reasonable assurance as to the 
reliability of the financial statements, as well as to safeguard 
assets from unauthorized use or disposition. The system is sup¬ 
ported by formal policies and procedures, including an active 
Code of Conduct program intended to ensure employees adhere 
to the highest standards of personal and professional integrity. 
Our internal audit function monitors and reports on the ade¬ 
quacy of and compliance with the internal control system, and 
appropriate actions are taken to address significant control defi¬ 
ciencies and other opportunities for improving the system as 
they are identified. 


The financial statements have been audited and reported on by 
our independent auditors, KPMG LLP, who were given free 


utes of the meetings of the Board of Directors and Committees 
of the Board. We believe that management representations made 
to the independent auditors were valid and appropriate. 


The Audit Committee of the Board of Directors, which is com¬ 
posed solely of outside directors, provides oversight to our 
financial reporting process and our controls to safeguard assets 
through periodic meetings with our independent auditors, inter¬ 
nal auditors and management. Both our independent auditors 
and internal auditors have free access to the Audit Committee, 


Although no cost-effective internal control system will preclude 
all errors and irregularities, we believe our controls as of 
December 26, 1998 provide reasonable assurance that our 
assets are reasonably safeguarded. 





Robert C. Lowes 

Chief Financial Officer 
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THE BOARD OF DIRECTORS 

TRICON GLOBAL RESTAURANTS, INC.: 

We have audited the accompanying consolidated balance sheet 
of TRICON Global Restaurants, Inc. and Subsidiaries (“TRICON”) 
as of December 26, 1998 and December 27, 1997, and the 
related consolidated statements of operations, cash flows and 
shareholders 1 (deficit) equity and comprehensive income for 
each of the years in the three-year period ended December 26, 
1998. These consolidated financial statements are the respon¬ 
sibility of TRICON’s management. Our responsibility is to 
express an opinion on these consolidated financial statements 
based on our audits. 

We conducted our audits in accordance with generally accepted 
auditing standards. Those standards require that we plan and 
perform the audit to obtain reasonable assurance about whether 
the financial statements are free of material misstatement. An 
audit includes examining, on a test basis, evidence supporting 
the amounts and disclosures in the financial statements. An audit 
also includes assessing the accounting principles used and sig¬ 
nificant estimates made by management, as well as evaluating 
the overall financial statement presentation. We believe that our 
audits provide a reasonable basis for our opinion. 

In our opinion, the consolidated financial statements referred to 
above present fairly, in all material respects, the financial posi¬ 
tion of TRICON as of December 26 1998 and December 27 1997 
and the results of its operations and its cash flows for each of 
the years in the three-year period ended December 26, 1998, in 
conformity with generally accepted accounting principles. 

llt> 

KPMG LLP 

Louisville, Kentucky 
February 10,1999 
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TRICON Global ResUiuranis; Inc, and Subsidiaries 
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F -i v m r Ended 


Summary of Operations 

•jybc-j«,. sales (excludinj Non ,esses ? rounded) 

U.9l 

Unierriabrrel 


1008 

> 997 


i - ■ 

■"'■si' 

S 14,000 

6,600 

13,500 

7,000 

13,400 

6,900 

13,200 

6,500 

12,600 

5,600 

Total 

$20,600 

20,500 

20,300 

1 9,700 

18,200 

avenues 







Gompany ^.jies 

$ 

7.862 

9,112 

9,738 

9,813 

9,170 

frnghise ansi i tins© f ea.- 


G16 

573 

494 

437 

395 

t ral 

$ 

8,468 

9,685 

10,232 

10,250 

9,565 

Facility act&na t -,>ot ..nn {bibd' 

$ 

275 

(247) 

37 

(402) 

(10) 

Ui ■» u^joI M trges 

S 

16 

184 

246 

— 

— 

Operatinr: i' fit 

S 

1,028 

241 

372 

252 

582 

l :- u st net 


272 

276 

300 

355 

341 

Income (1^. income taxes 


756 

(35) 

72 

(103) 

241 

1 jet income (bssj - 

$ 

445 

(111) 

(53) 

(132) 

118 

Basic earnings per norrimc^t share J H 

$ 

2.92 

N/A 

N/A 

N/A 

N/A 

Diluted earnings per common share 

$ 

2 .64 

N/A 

N/A 

N/A 

N/A 

Cash Flow Data 







Provided by operating activities 

$ 

674 

810 

713 

813 

894 

Capita o ding 

$ 

460 

541 

620 

701 

1,038 

Refrancbiu-vg of raslaurants 

$ 

764 

770 

355 

165 

— 

Balance Sheet 







Total assets 

$ 

4,631 

5,114 

6,520 

6,908 

7,387 

Gpumtir j . >rking ■: apitai. le-V.lt 

$ 

(960) 

(1,073) 

(915) 

(925) 

(1,007) 

L; ' j teffYidabt 

$ 

3,436 

4,551 

231 

260 

267 

r i.'i oobt 

$ 

3,632 

4,675 

290 

404 

395 

Inyesimenlp h'v arid adv-incci fr r PepsiCo 

$ 

— 

— 

4,266 

4,604 

4,962 

Other Data 
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Fran 1 ruse .of • usad 


20,248 

18,505 

16,213 

14,428 

13,003 

Courany, including hint ventures 


2,617 

11,207 

12,883 

13,466 

13,209 

SyslaiT 


29,763 

29,712 

29,096 

27,894 

26,212 

I” Company same sture sak ■ growth 







K, C 


3% 

2% 

6% 

7% 

2°/ 

Piz ■ Hut 


6% 

(1)% 

(4)% 

4% 

(6)°/ 

Tit Bf-1* 


3% 

2% 

(2)% 

(4)% 

2°/ 

Shares ..ulstandirig at year-end (in millions) 


163 

152 

N/A 

N/A 

N/A 

Mailv.1 pn»; ■ ? a " r ~*e at yes'.i 

$ 

47% 

28 5 /is 

N/A 

N/A 

N/A 
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ANNUAL MEETING 

The Annual Meeting of Shareholders will be at TRICON’s head¬ 
quarters, Louisville, KY at 9:00 a.m. (EDT), Thursday, May 20, 
1999, Proxies for the meeting will be solicited by an indepen¬ 
dent proxy solicitor. This Annual Report is not part of the 
proxy solicitation. 

INQUIRIES REGARDING Y 0 U R STOCK HOLDINGS 
Registered Shareholders (shares held by you in your name) 
should address communications concerning statements, divi¬ 
dend payments, address changes, lost certificates and other 
administrative matters to: 

TRICON Global Restaurants, Inc, 
c/o Boston Equi serve, LP. 

P.O. Box 8038 
Boston, MA 02266-8038 
(888) 439-4986 

or 

James B. Alterman 

Manager, Shareholder Relations 

TRICON Global Restaurants, Inc. 

1441 Gardiner Lane 

Louisville, KY 40213 

Telephone: (888) 2YUMYUM 

EMAlL: james.alterman@tricon-yum.com 

Internet: www.triconglobal.com 

In all correspondence or telephone inquires, piease mention 
TRICON, your name as printed on your statement or stock 
certificate, your social security number, your address and 
telephone number. 

beneficial shareholders (shares held in the name of 
your bank or broker) should direct communications on all admin¬ 
istrative matters to your stockbroker. 

Tricon YUM BUCKS and sharepoweh participants 
(employees with YUMBUCKS shares or SharePower options) 
should address all questions regarding your account, outstand¬ 
ing options or shares received through option exercises to: 

Merrill Lynch - SharePower/YUMBUCKS 
Stock Option Plan Services 
RO. Box 30466 

New Brunswick, NJ 08989-0446 

Telephone: (800) 637-2432 (U.S., Puerto Rico and Canada) 

(732) 560-9444 (all other locations) 

In all correspondence, please provide your account number (for 
U.S. citizens, this is your social security number), your address, 
your telephone number and mention either TRICON YUMBUCKS 
or SharePower. For telephone inquiries, please have a copy of 
your most recent statement available. 


EMPLOYEE BENEFIT PLAN PARTICIPANTS 


Capital Stock Purchase Plan 
SaveUp 401 (k) 

TRICON Savings Center 
RO, Box 1389 
Boston, MA 02104-1389 


(888) 875-4015 
(888)875-4015 
(617) 847-1013 
(outside U.S.) 


<0 


Please have a copy of your most recent statement available when 
calling. Press *0 for a customer service representative and give 
the representative the name of the Plan. 

Slt^rekoUer Ser/ioe* 

OPTIONAL CASH INVESTMENT 

A brochure explaining this convenient plan is available from our 
transfer agent: 

Boston Equiserve, L.P. 

PO. Box 8038 

Boston, MA 02266-8038 (888) 439-4986 

LOW-COST INVESTMENT PLAN 

Investors may purchase their initial share of stock through 

NAIC’s Low-Cost Investment Plan, For details contact: 

National Association of Investors Corporation (NAIC) 

711 West Thirteen Mile Road 
Madison Heights, Ml 48071 
(810) 583-NAIC (6242) 

FINANCIAL AND OTHER INFORMATION 
Earnings and other financial results, corporate news, and other 
company information are available on TRICON’s web site: 
www triconglobal. com 

Copies of TRICON’s SEC Form 8-K, 10-K and 10-Q reports and 
quarterly earnings releases are available free of change. Contact 
TRICON’s Manager of Shareholder Relations at (888) 2YUMYUM 
or EMAIL james.alterman@tricon-yum.com 

Securities analysts, portfolio managers, representatives of finan- 
cial institutions and other individuals with questions regarding 
TRICON’s performance are invited to contact: 

Lynn A. Tyson 

Vice President, Investor Relations 
TRICON Global Restaurants, Inc. 

Louisville, KY 40213 
Telephone: (502) 874-8617 


INDEPENDENT AUDITORS 

KPMG LLP 

400 West Market Street, Suite 2600 
Louisville, KY 40202 
Telephone: (502) 587-0535 

STOCK TFUOING SYMBOL — YUM YUM 

The New York Stock Exchange is the 
principal market for TRICON Common stock. 
SHAREHOLDERS 

At year-end 1998, there were approximately 175,000 share¬ 
holders of record. 

DIVIDEND POLICY 

TRICON does not currently pay dividends, nor does it anticipate 
doing so in the near future. 

TRICON’s Annual Report contains many of the valuable trademarks owned 
and used by TRICON and subsidiaries and affiliates in the United States 
and internationally. 

Printed on recycled paper 
Design: Selk Mignogna Associates, New York 
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Best pizzas 
under one roof! 



Alone we’re delicious, 
together we’re YUM! 
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